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PREFACE 


Within the last few years six new exchanges have been es- 
tablished in the United States for trading in commodities, 
whose values aggregate hundreds of millions of dollars 
annually. ‘The economic importance of these exchanges, 
together with their intimate and direct influence on the in- 
dustries in connection with which they function, have stimu- 
lated a wide interest in commodity exchanges and the service 
which they render. 

In the organization of three exchanges and in the prepara- 
tion of their by-laws and rules, the writer was confronted 
by many problems. A search for precedent and authority 
for the solution of these problems, revealed the fact that 
there was no general work which dealt at all comprehensively 
with the organization of commodity exchanges and the tech- 
nique of their operation. Excellent treatises on the work of 
particular exchanges and on certain phases of exchange oper- 
ation were available. The most authoritative information 
was found in voluminous Government documents, particu- 
larly in the reports of the United States Senate Investi- 
gating Committees, of the Department of Agriculture, of the 
United States Bureau of Corporations and of the Federal 
Trade Commission. Articles in numerous periodicals con- 
tained some data. These sources of information, however, 
were so widely scattered that it was impossible to respond to 
the numerous requests received for a reference book on Com- 
modity Exchanges. 

This book is an attempt by the authors to present to those 
interested a comprehensive picture of commodity exchanges, 

xl 
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their organization, their purposes and their economic func- 
tions. It combines the data gathered from many sources 
with the knowledge gained from years of daily contact with 
the practical operation of commodity exchanges. 

Grateful acknowledgment for assistance is made to many 
of the officers and directors.of commodity exchanges in New 
York City, to associates of many of the commission houses 
and to representatives of the United States Department. of 
Agriculture, the United States Department .of Commerce 
and.other Government officials. Particular expression must 
be made of our indebtedness to Francis R. Henderson, Presi- 
dent of the Rubber Exchange of New York, Jerome Lewine, 
Vice-President of the National Raw Silk Exchange, J. Ches- 
ter Cuppia, Treasurer of the Rubber Exchange of New York, 
Otto Keusch, member of the Board of Trade.of the City of 
Chicago, August Schierenberg, President of the New York 
Coffee and Sugar Exchange Clearing Association, Dr. J. W. 
'T. Duvel, Chief of the Grain Futures Administration of the 
United States Department of Agriculture, Henry Waite, As- 
sistant Secretary-Treasurer .of the New York Cotton Ex- 
change Clearing Association, Walter Dutton, Secretary of 
the Rubber Exchange of .New York, Frederick F. Kuhl- 
mann, Assistant Secretary of the New York .Cotton Ex- 
change, John P. Sullivan, Treasurer-Secretary of the National 
Raw Silk Exchange Clearing Association, and to George W. 
Bacon.of the faculty of Fordham University Law School. 

Jutius B. Barr 
New York 
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Commodity Exchanges 


Chapter I 
THE FUTURES CONTRACT 


A GLANCE at the financial pages of a newspaper will reveal 
a section devoted to commodity markets. In addition to 
columns of quotations of stocks and bonds, there are sum- 
maries of the day’s price changes in wheat, corn, oats, rye, 
cotton, sugar, coffee, rubber, silk, tin, cocoa, cottonseed oil, 
barley, flaxseed, provisions, ete. For different delivery 
months the opening, high, low, and closing prices are given 
just as they are set forth for each stock traded in on the 
Stock Exchange. 

Cash Markets and Futures Markets.—There are appar- 
ently two markets for every commodity traded in on an 
organized exchange—a cash, or spot market and a market 
for trading in contracts for future delivery. But these two 
markets are, in reality, one. Prices of futures contracts and 
spot or cash prices are closely related and ordinarily fluctuate 
closely together. There is one world-wide or country-wide 
market for the commodity, divided into departments—cash 
and futures—in accordance with whether the trading is in 
the commodity or in contracts for future delivery of the com- 
modity. A type of daily commodity price quotations is 
shown in the following summary of prices on the New York 
Cotton Exchange on October 10, 1928, taken from the Jour- 
nal of Commerce of October 11. 
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Closing 
High Low Oct. 10 Oct. 9 
Oct. ..2.0. 19.08 18.91 1902 .4.. 19.01—19.02 
INOW sud elan a oldiod sk date tL GO OOU irate git SOL amma e 
Dec.. ....+- 18.98 18.80 18.90—18.92 18.92—18.95 


Jan. ....e. 18.93 18.70 1886—18.88 18.86—18.88 
Rebs, asec comeweesy Ges wrt hel Onmea ett teeter 
Mar. .....- 18.80 18.57 18.72—18.74 18.73—18.75 
APE. issen ds ccc!) OR une EMO derek #1869) oii 
May ....-- 18.72 18.50 18.65—18.66 18.64—18.65 
JUNO sca ckid SENEH one cd MIAROdT | ane ROS asi 
SUWY es ocwciels 18.54 18.40 *18.50 .... 18.53—18.54 


Market’ steady: Trans., 19.02. 
Opening: October, 18.91-18.95; December, 18.80-18.83; January, 18.70- 
18.73; March, 18.58-18.59; May, 18.50-18.55; July, 18.40-18.41. 


* Nominal. 


The quotations given above'are not spot, but are the prices 
of contracts’for future delivery.. The futures*contract isthe 
distinguishing’ characteristic of the commodity’ exchange, 
with whose ‘operations this book is concerned. Although time 
contracts appear in commercial dealings of earlier days, the 
futures contract: is essentially’ a. modern American institu- 
tion} born of necessity in the development of the vast agri- 
cultural resources of the Great. West and the bountiful 
production of cotton in the South: It’ will conduce'to an 
understanding ‘of the modern futures contract ‘if we first out- 
line the manner in which it came into being: 

We will realize that its: growth was'spontaneous, and en- 
gendered’ by’ economic’ necessity,, and that the industrial 
development of the past hundred years has made imperative 
the assumption of otherwise uninsurable risks of production 
and: trade by a body’ of specialized risk bearers, the specu 
lators.. We will then be in’a position the better to distinguish 
between futures'contractsiand cash contracts and to under- 
stand all the salient characteristics of the futures’ contract; 
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what it is, what it does, and some of the ways in which it is 
used. 

Origin of the Futures Contract.—The opening of the broad 
fertile areas of the Great West was far less spectacular than 
the development of the gold fields of California; yet the 
golden grain harvested in abundance from a virgin soil was 
a far more vital factor and more permanent contribution to 
economic progress. 


White-topped prairie schooners crawling toward the setting sun. Plains 
flecked with buffalo and antelope. Traders gliding up and down interior 
streams bargaining for fur. . . . Such were the early days of the nine- 
teenth century. 

Like the finger of destiny, the historic pilgrimage of pioneers pointed 
ever westward, straggling onward in unending lines. “Caravans of Faith” 
they were called as they joggled across Illinois and into Iowa. And theirs 
was a profound faith, the faith of the dreamer striking out for the land 
of his dreams. 

The acreage which the pioneers planted to grain continued widening 
each year. They shipped their grain to Chicago, then an ugly little town 
cuddled on the shore of the lake. Part of the money received in return 
was quickly converted into farm implements. These implements meant 
larger production. Subsequently the stream of grain that poured into 
Chicago bulged the sides of the little town and made necessary almost 
constant expansion of marketing and storing facilities. 


In the fast-growing lake port, a custom of trading sprang 
up which was not new, but which had been used chiefly for 
the sale of goods shipped across the ocean from distant coun- 
tries. This was the practice of selling “to arrive.” The long 
distances from which grain came to Chicago made the 
development of “to arrive” sales and time contracts entirely 
logical. Quotations of these forward contracts appeared in 
Chicago papers before the Civil War. The Chicago Board of 
Trade was organized in 1848, after which year trading in spot 
grain and in grain for forward delivery was carried on in an 
organized market. Before long the extension of railroads into 


1Bdward Jerome Dies, The Wheat Pit (The Argyle Press, Chicago, 1925), 
pp. 10, 11. 
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the Western states, facilitating the shipment of grain, aug- 
mented receipts at Chicago, and made necessary the estab- 
lishment of warehouses—i.e., grain elevators, for storing the 
vast supplies, which arrived faster than they could be sold 
into consumption. A system of inspection and grading fol- 
lowed close upon the growth of terminal facilities. The 
elevators issued receipts showing the grade and amount of 
the grain which was stored, and these receipts, evidencing 
the title to so many bushels of wheat of a certain quality, 
were capable of transferring the title when passed from hand 
to hand. So the grain dealer could sell his wheat and transfer 
it to the buyer by mere delivery of the elevator receipt— 
the document of title. | If a sale could be effected by delivery 
of an elevator receipt, then anybody who anticipated declin- 
ing prices could turn his belief to commercial advantage, 
even though he owned no grain. He could sell and borrow 
elevator receipts for an amount of grain equivalent to the 
amount sold. These receipts he would deliver to the buyer; 
but he would remain under the necessity of returning, later, 
receipts for an equivalent amount of grain to the lender. If 
his judgment were correct, he could buy grain in the same 
amount and grade at a later time when the price had fallen, 
and turn over to the lender the receipt for this grain. If, 
contrary to his expectations, the price rose, the financial 
results would be less satisfactory to the seller, but his obliga- 
tion would be discharged in the same way. At first the 
elevator receipts represented specific lots of grain; but later 
they represented grain of a given grade without regard to 
any one specific lot, and thus developed a system of trading 
in grain for forward delivery. The Civil War gave an 
impetus to the use of contracts of this sort, and in 1869 we 
find the Chicago Board of Trade adopting its first rules for 
regulating trading in futures. 

In the cotton trade, the development of the use of futures 
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contracts proceeded along similar lines. In the days when 
both cotton and news crossed the Atlantic in sailing vessels, 
little “to arrive” selling was done. The advent of the steam- 
ship introduced a new and_hazardous factor into the cotton 
trade between England and the South. The cotton still 
traveled in sailing ships, but news went by steamer. The 
risk to the owner of the cotton was now great, if the news 
should have an unfavorable effect on prices. By the time 
cotton in the slow sailing vessel reached Liverpool, intelli- 
gence of factors depressing its price would have preceded it, 
and it became a matter of vital necessity to eliminate this 
risk by marketing the cotton before its price could be affected 
during the time of transit. So the custom arose of taking 
samples from bales which were being shipped to Liverpool 
and offering them for sale in New York “‘to arrive” at Liver- 
pool; and if a sale were not effected in the New York market, 
the samples would be sent by steamer to Liverpool as soon 
as the sailing vessel with its cargo of cotton weighed anchor 
at the Southern port. In Liverpool the samples were offered 
on the same basis. Then came the transatlantic cable, and 
with it another step forward in cotton marketing. Instead 
of selling from sample “‘to arrive,” cotton was now offered in 
Liverpool to sail in one of two months, and in New York, 
to sail during one named month. Instead of selling from 
sample, contracts specified an established grade—“middling 
—nothing below low middling.” Active dealing in these 
cotton contracts sprang up in New York. Brokers scurried 
around from office to office, buying and selling cotton to sail 
from Southern ports in different months; and two years after 
the Chicago Board of Trade adopted its first rules governing 
trading in grain futures contracts, the New York Cotton 
Exchange was organized. 

A Futures Contract Defined.—In his work, Speculation 
on the Stock and Produce Exchanges of the United States, 
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Professor H. C. Emery defines a future as “a contract for 
the future delivery of some commodity, without reference to 
specific lots, made under the rules of some commercial body, 
in a set form, by which the conditions as to the unit of 
amount, the quality, and the time of delivery are stereo- 
typed, and only the determination of the total amount and 
the price is left open to the contracting parties.” * 

This definition is clear and it describes the nature of the 
futures contract. The following description is somewhat 
more comprehensive, bringing out those features of the 
futures contract which distinguish it sharply from the every- 
day commercial contract: 


A futures contract may be defined as a contract for the sale of a 
stipulated amount of a specified grade of some commodity at a fixed 
price at a future date. Typically, it contains the following special 
features: First, the specific provisions of the contract are determined by 
the rules of the exchanges, the actual bargain being made in a highly in- 
formal way. The rules and practices of the exchange are implied in each 
bargain, in the absence of a specification to the contrary. Second, the 
futures contract is a basis contract, which means that the commodity 
delivered under it may be either of the “contract grade” or of some other 
grade which may be delivered at the seller’s option at a price above or 
below the contract price. The method of determining the differential 
varies in different exchanges. Third, the seller is given the option of 
making delivery at any date between specified limits; in this country at 
any date within a specified calendar month. Fourth, the enforcement 
of the contract is insured by a provision that a specified amount known 
as a margin shall be deposited with some third party by each of the 
contracting parties. These deposits are intended to protect the seller 
against a refusal of the buyer to make good his contract in case of a 
fall in prices, and, conversely, to protect the buyer against a default 
on the seller’s part in case of a rise. Fifth, delivery is effected by delivery 
of warehouse receipts for the commodity, which must be stored in a 
specific place—usually in approved warehouses in the city in which the 
exchange is situated.3 


2p. 46. 


*Charles O. Hardy, Risk and Risk Bearing (University of Chicago Press, 
1923), pp. 205, 206. 
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It is necessary to an understanding of the futures contract 
to banish from mind any thought of time as an essential 
element. This is important. Cash trading is carried on in 
every commodity. Sales “to arrive” are made now as they 
were in the days before organized commodity exchanges 
existed. Contracts for forward delivery are made whenever 
a cotton spinner or a miller buys cotton or wheat from dealer 
or grower for shipment or for delivery at some later date; 
but the forward contract is not a futures contract, nor is the 
sale “to arrive” a futures contract. In the markets of today, 
there are two broad divisions into which transactions fall: 
cash (also known as “spot”) sales and sales of futures. 
Brown, in May, buys a contract for the delivery of May 
cotton on the New York Cotton Exchange. Since Brown 
has bought a contract in the current month, the seller may, 
even on the following day, issue a transferable notice, and 
Brown may receive delivery on the same day. The contract, 
however, is a futures contract because Brown has merely con- 
tracted to accept delivery during the month of May, the 
exact time being at the option of the seller. He also reserves 
the right to close his contract prior to delivery by selling the 
same future and thus passing the responsibility of accepting 
delivery to someone else. 

On the other hand, Brown buys cotton in May from a 
merchant in the South to be delivered in July, and though 
he will not obtain the cotton for two months, it is a cash 
transaction. ‘The reason the purchase from the Southern 
merchant is a cash and not a futures transaction becomes 
apparent by a reference to Professor Emery’s definition. It 
is not a transaction “made under the rules of some commer- 
cial body, in a set form, by which the conditions as to the 
unit of amount, the quality, and the time of delivery are 
stereotyped.” On the other hand, if he buys a contract 
on the New York Cotton Exchange for the delivery of cotton 
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in any month, it will be a futures contract. In brief, a 
futures contract is one traded in on an organized commodity 
exchange; every other kind of sale is a cash transaction. 

The Form of the Futures Contract.—Every commodity 
exchange has a standard (or basis) contract adapted to the 
distinguishing peculiarities of the commodity in which its 
members trade. The contract adopted by the National Raw 
Silk Exchange is typical. The following is the form pre- 
scribed by the by-laws of the exchange, the observance of 
which is promised when contract slips are signed. 


NATIONAL RAW SILK EXCHANGE, INC. 
JAPANESE RAW SILK CONTRACT 
New York, N. Y., 19 


deliver to 
reece on ssewewe Oude 
5 bales of Japanese Raw Silk (about 650 pounds), at the price of ..... - 
Rachie eis cae eee dollars and .............cents per pound for 
Exchange Grade D, with additions or deductions for other grades and sizes 
(demer) as provided by the By-Laws, Rules and Regulations of the Na- 
tional Raw Silk Exchange, Inc., deliverable from licensed warehouse in! 
the Port of New York, between the first and last delivery days of ...... 
Mrereteakate te « inclusive, the delivery within such time to be at seller’s option 
im one warehouse, upon notice to buyer, as provided by the By-Laws and 
Rules of the National Raw Silk Exchange, Inc. 

Either party may call for a margin, as the variations of the market for 
like deliveries may warrant, which margin shall be kept good. 

This contract is made in view of, and in all respects subject to the 
By-Laws, Rules and Regulations of the National Raw Silk Exchange, Inc. 

For and in consideration of One Dollar ($1.00) to the undersigned, in 
hand paid, receipt whereof is hereby acknowledged, the undersigned 
accepts this contract with all its obligations and conditions. 


It will be noted that the date, the names of buyer and 


seller, the price, and the month of delivery are the only 
terms which remain to be filled in. 


A. B. have this day eee and agreed to 
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Characteristics of the Futures Contract.—As stated, the 
contract calls for the delivery of Japanese Raw Silk, Ex- 
change Grade D. The by-laws of the exchange provide that 
one particular grade shall be designated in the contract, and 
they further provide that other specified grades may be 
delivered at the option of the seller. The grade named 
in the standard contract is the basis grade and the contract 
is a basis contract. A basis contract means that although one 
grade of the commodity is specified in the contract, never- 
theless other grades are tenderable, subject to price differ- 
entials determined from the contract grade as the basis.* 

A second characteristic is that delivery may be made be- 
tween the first and last days of the delivery month, and the 
time for delivery within these limits is at the seller’s option. 
The contract unit is always fixed, and the margin require- 
ment is an inherent provision of the futures contract designed 
to protect both parties. Both parties to the contract must 
be members of the exchange and although they may be 
acting as brokers, in so far as the exchange is concerned, 
they are regarded solely as principals. Finally, delivery in 
accordance with the contract is accomplished by means of 
warehouse receipts evidencing the seller’s title to the com- 
modity in the amount named, and accompanied by a cer- 
tificate that it is one of the grades recognized by the exchange 
as acceptable for delivery. 

Each of these characteristics has a definite reason for 
inclusion. Some of them are discussed in detail in other 
chapters. Here it will be helpful to state first the reasons 
for the existence of basis contracts. 

Reasons for a Basis Contract.—If any commodity were 
so nearly uniform in quality that any one unit of it was 
indistinguishable from any other, there would be no neces- 


Commodity exchange contracts are usually basis contracts. An excep- 
tion is cottonseed oil on the New York Produce Exchange. 
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sity for basis contracts; but every commodity which is traded 
in on an organized exchange has many grades which are well 
recognized in the trade and which may extend into many 
divisions and subdivisions. One of the most important and 
far-reaching economic problems of the exchange is the de- 
termination of the number of grades which shall be tender- 
able against exchange contracts and what shall be the basis 
grade. 

A basis contract is designed (1) to make the various 
grades tenderable against exchange contracts representative 
of the commercial demand for the commodity, (2) to pro- 
vide merchants and manufacturers with ample facilities for 
hedging, and (38) to provide a sufficiently large percentage 
of the commodity for delivery against exchange contracts 
to prevent squeezes. The exchange cannot undertake to 
deal in all the various grades of the commodity without 
introducing needless complication. On the other hand, 
great discrimination must be exercised so that the grades 
selected are commercially representative of the commodity 
and to guard against the possibility of the exchange being 
used as a dumping ground for grades not readily saleable. 
Commercial demand thus forms the foundation upon which 
exchanges work in determining the various qualities of the 
commodity which may be tendered in fulfillment of a futures 
contract. Only such grades are adopted as are representative 
of qualities in substantial use in the industry. 

The foregoing characteristics are those which are im- 
portant to dealer and manufacturer. There is another group 
whose activities are highly important to the successful oper- 
ation of the exchange, namely, the speculators. The specu- 
lator is concerned primarily with simplicity. His need is for 
a contract which will require no attention to details or 
technicalities but which is clear and definite in its provisions 
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and unvarying in the conditions and obligations which it 
imposes. 

Considerations in Establishing Grades.—‘‘The ideal char- 
acteristics of a contract grade are first, that it be as nar- 
row as possible, 2. e. contain grain of as nearly equal quality 
as possible, and second, that it contain enough grain to 
make a corner in the contract grade normally impossible.” ® 

The contract grade, known also as the basis grade, is the 
one named in the futures contract, and is usually represen- 
tative of that grade of the commodity for which there is the 
greatest commercial use. There are other grades, some in- 
ferior and some superior in quality to the basis grade. A 
problem difficult of determination and of great commercial 
importance faces the exchange in determining the number of 
grades which shall be deliverable. There are several reasons 
for this. 

One aspect of the question has already been mentioned. 
If tenderable grades embrace too small a proportion of the 
merchantable commodity, it is an open invitation to artificial 
price manipulation. The result of such a situation would 
be to permit squeezes to be readily accomplished, thus im- 
pairing the usefulness of the exchange as a medium for 
hedging. The merchant who sells or purchases, relying upon 
an orderly price relationship, only to find it disturbed by a 
squeeze when he comes to cover his hedge, may find the pro- 
tection he seeks all or partly dissipated.® 

On the other hand, the tenderable grades must not be 
too numerous. The seller has the option of tendering any 
grade made deliverable by the by-laws of the exchange. 
If eleven grades of a commodity are deliverable, Grade 
No. 11 being the poorest in quality, this may be the one 


5L. D. H. Weld, The Marketing of Farm Products (The Macmillan Com- 
pany, 1924), p. 329. 

° For full discussion of the problems arising from artificial price move- 
ments, see Chapters VII and X. 
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which it is hardest to market in ordinary commercial 
channels. The result is that the less desirable grades of the 
commodity tend to accumulate for delivery on exchange con- 
tracts. The prices of all grades will be adversely affected, 
for the buyer will be apprehensive that he may be tendered 
the objectionable grade if he accepts delivery, and this appre- 
hension is reflected in the price of all grades. Evidently too 
wide a range of tenderable grades will have the effect of 
accumulating those grades for which there is the least com- 
mercial demand for delivery on the futures contract. 

Grades Deliverable on Commodity Exchanges.—But 
while the exchange does not wish to become a dumping 
ground for undesirable grades, the primary object in estab- 
lishing grades for futures trading is not necessarily to in- 
sure delivery of a high quality of the commodity. Millers, 
spinners, or others who use the futures market do not do so 
ordinarily in order to obtain the wheat, cotton, or other 
commodity they need. They use it for the purpose of hedg- 
ing, as explained in detail in Chapter V. Grades are estab- 
lished primarily to connect futures markets effectively with 
the cash markets; that is, since exchange grades are recog- 
nized in the cash market, there must be a substantial parity 
between the cash market and the futures market so that 
commercial interests may use both. 

The two sides of this question are well summarized in the 
Report of the Federal Trade Commission on the Grain Trade: 
“A system of narrowly specified deliverable grades facilitates 
manipulation and corners. On the other hand, if the deliver- 
able grades are broad, millers and others will be less willing 
to take delivery, because they will not be able to tell what 
sort of grain they are going to get by this means. Contract 
grades ought, if possible, to be such that the miller will be 
ready, if necessary, to take delivery. Although the volume 
of future trading may be greater under a system of broad 
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deliverable grades, because of the less likelihood of a cor- 
ner, the proportion of deliveries will be less, and thus the con- 
nection between the cash market and the futures market may 
become somewhat artificial.”* A commodity may be graded 
solely in accordance with the by-laws and rules of the futures 
exchange; or a standard may be prescribed by law. 

From the foregoing, it will be apparent why the number 
of deliverable grades on different exchanges varies according 
to the requirements of each trade. 

On the Chicago Board of Trade seventeen grades of 
wheat, nine grades of corn, three grades of oats, three 
grades of rye, and two grades of barley are made tender- 
able on futures contracts. The basis grades for wheat are 
No. 2 Hard Winter, No. 2 Yellow Hard Winter, and No. 2 
Red Winter. In addition to these, four other grades—No. 1 
Hard Winter, No. 1 Yellow Hard Winter, No. 1 Red Win- 
ter, and No. 1 Northern Spring—are all deliverable at the 
contract price. They are not basis grades but the equivalent 
of basis. On the differences prevailing January 1, 1929, No. 2 
Dark Hard Winter commanded a premium of \% cent per 
bushel; No. 1 Dark Northern Spring, a premium of 1 cent; 
No. 1 Dark Hard Winter, a premium of 11% cents, and No. 1 
Hard Spring wheat, a premium of 2 cents per bushel. Grades 
deliverable at a discount were No. 2 Dark Northern Spring 
at 2 cents per bushel “off” the basis grade, and No. 2 North- 
ern Spring at a discount of 3 cents; while the No. 3 grades— 
Dark Hard Winter, Hard Winter, Yellow Hard Winter, and 
Red Winter—were deliverable at a discount of 5 cents per 
bushel. 

The contract grade for corn is No. 2 Mixed, with No. 1 
Mixed deliverable at the contract price. Four grades, No. 
1 and No. 2 White corn, and No. 1 and No. 2 Yellow corn, 
commanded a premium of 14 cent per bushel. The No. 3 
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erades of White and Yellow corn were subject to a discount 
of 2 cents per bushel from the contract price, while No. 3 
Mixed corn was deliverable at a discount of 214 cents. 

The basis grade for oats is No. 2 White, with No. 1 White 
deliverable at a 14 cent per bushel premium, and No. 3 White 
subject to a discount of 3 cents. The basis grade for rye is 
No. 2, with No. 1 deliverable at the contract price, and No. 3 
subject to a discount of 5 cents per bushel. There is no pre- 
mium grade applicable to rye deliveries. On the other hand, 
there is no discount grade for barley. Special No. 2 barley 
is the contract grade, with No. 1 deliverable at a premium 
of 2 cents per bushel. However, there has been no active 
trading in barley futures on the Chicago Board of Trade 
since September, 1923.8 

The three basis grades on the Chicago Board of Trade 
are all winter wheat, and it is generally known as a winter 
wheat contract; however, at times the deliveries are confined 
mainly to No. 1 Northern Spring Wheat. Minneapolis is 
primarily a spring wheat market;® consequently we find 
No. 1 Northern Spring established as the basis grade, No. 1 
Hard Spring Wheat commanding a 2 cents per bushel pre- 
mium, and No. 1 Dark Northern Spring, a 1 cent premieum. 
Discount grades are No. 2 Dark Northern Spring deliver- 
able at a discount of 2 cents per bushel, and No. 2 Northern 
Spring, at a discount of 3 cents. The winter wheat grades 
are not deliverable on the spring wheat contract. Winter 
wheat deliveries can be made only on a winter wheat con- 


8 Approximately 90 per cent of the trading in barley is done on the 
Minneapolis Chamber of Commerce. Special No. 2 is the basis grade 
deliverable at contract price, with No. 1 barley tenderable at a premium 
of 2¢, No. 2 at a discount of 5¢, and No. 8 at a discount of 8¢. 

® Spring wheat is grown chiefly in the Northwest states for which Minne- 
apolis and Duluth are the natural markets. The winter wheat states, among 
which Kansas and Nebraska lead in production, are more closely related to 
Chicago and Kansas City as marketing and shipping centers. 
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tract; this contract has not been active for years although 
the rule still stands. 

The Winnipeg Grain Exchange is the primary futures 
market for the great spring wheat crop of Canada. The 
basis grade is No. 1 Manitoba Northern. Grades 2, 3, and 4 
Manitoba Northern were deliverable at discounts of 3, 8, 
and 21 cents respectively (as of January 1, 1929). A futures 
contract for oats provides for No. 2 Canada Western as the 
basis grade, with No. 3 Canada Western and Extra No. 1 
Feed oats deliverable at a 3-cent discount and No. 1 Feed 
oats at a 5-cent discount. Two grades of barley, rye, and 
flax are made deliverable on the Winnipeg exchange. The 
basis grades are No. 3 Canada Western barley, No. 2 Canada 
Western rye, and No. 1 North Western Canada flaxseed. 
Barley and flax have discount grades, and No. 1 rye is 
deliverable at the contract price for the basis grade. It will 
be noted that there are no premium grades. Any grade 
superior to the basis grade of wheat, oats or barley is made 
deliverable on a futures contract at the price prevailing for 
the basis grade. 

The number of grades tenderable against an exchange 
contract is established by the by-laws of the exchange, with 
the single exception of cotton, in which grades are prescribed 
by statute. Standards in the grain trade have been estab- 
lished by Federal statute, and the grades traded in on each 
exchange have been selected from those established by Fed- 
eral law, for which the exchange is a natural market. The 
exchange selects the deliverable grades. 

The United States Cotton Futures Act establishes rules 
and machinery for the classification and inspection of cot- 
ton. On the New York Cotton Exchange seventeen grades 
of cotton are deliverable. Middling is the basis grade, with 
Strict Good Middling, Good Middling, and Strict Middling 
commanding premiums over the price for the contract grade; 


16 COMMODITY EXCHANGES 


and Strict Low Middling, Low Middling, Good Middling 
Tinged, Strict Middling Tinged, and Middling Tinged deliv- 
erable at discounts. On other markets, such as the Coffee and 
Sugar Exchange, the Rubber Exchange, Silk Exchange, the 
National Metal Exchange, the Cocoa Exchange, and the New 
York Produce Exchange (dealing in cottonseed oil), the 
grades tenderable are established by the exchanges in ac- 
cordance with the three principles named: (1) that of pre- 
serving parity between the cash and futures markets; (2) 
insuring against squeezes; and (3) insuring that the com- 
modity delivered shall be of a quality merchantable and use- 
ful in the trade. 

Differentials.—In the foregoing section, the premium and 
discount for each grade of wheat deliverable on the Chicago 
Board of Trade were given in cents and fractions of a cent per 
bushel. These price spreads between the premium or dis- 
count grades and the contract grade are known as differ- 
entials. The method of fixing these differentials is usually 
prescribed by the exchanges in their by-laws. On exchanges 
where grading and inspection are both subject to government 
regulation, the method of establishing differentials may also 
be prescribed by law. 

An example of the former method is afforded by the vy- 
laws of the Rubber Exchange which require differentials to 
be fixed by the Adjustment Committee on the fifteenth of 
each month to govern all deliveries for the ensuing calendar 
month. The committee establishes these differentials upon 
the basis of cash prices in the world’s markets. The United 
States Cotton Futures Act specifically provides a method 
for the determination of differentials between the various 
grades deliverable on futures contracts. If a spot market 
exists on the exchange, the differentials prevailing in the spot 
market on the sixth business day prior to the delivery date 
govern the differentials on grades deliverable on a futures 


THE FUTURES CONTRACT 17 


contract. There is no spot market on the New York Cotton 
Exchange. Accordingly, the law requires that differentials 
on deliverable grades are to be governed by an average of 
prices prevailing in ten selected spot markets: thus prevail- 
ing differentials in the ten spot markets are transmitted by 
telegraph to the New York Cotton Exchange, where the 
average differentials are calculated and then posted on the 
bulletin board of the exchange with a notation of the 
delivery day to which they apply. In connection with differ- 
entials, it is interesting to note that in the grain trade the 
amount of the discount on substandard grades is fixed at a 
greater amount, on the average, than discounts on the same 
grades in the spot market. This is done with design. The 
object is to exert pressure to bring about delivery to the 
buyer of the contract grade in so far as possible, and to keep 
the futures contract from use as a medium for dumping low- 
quality grain. The fact that discount grades are discrim- 
inated against through a wider price spread than that 
prevalent in the spot market is a factor tending to accom- 
plish this object. 

Unit of Trading.—In determining the contract unit, the 
primary object is to establish one which shall be the most 
serviceable to commercial interests, 7. e., a unit convenient 
for hedging. On the other hand, the exchange must guard 
against making its facilities available for irresponsible spec- 
ulation. If the unit is so small that uninformed outsiders 
with little capital are tempted to trade, the exchange doors 
will be thrown open to ill-advised speculation. The trading 
unit, accordingly, is fixed with these two considerations in 
view. On the Chicago Board of Trade, the trading unit in 
wheat and corn is 5,000 bushels. Trades are made in 1,000 
bushels or multiples thereof, known as job lots, but these are 
bought at 1% to 4 cent below or sold at 1% to 14 cent above 
the regular quotations which are based on round lots only, 
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not on job lots. The futures contracts on the New York 
Cotton Exchange and the New Orleans Cotton Exchange 
call for the delivery of “50,000 pounds in about 100 
square bales of cotton, growth of the United States.” The 
futures contracts on the New York Coffee and Sugar Ex- 
change call for the delivery of 32,500 pounds of coffee 
or 112,000 pounds of sugar, as the case may be. On the 
Rubber Exchange the trading unit is 5,600 pounds; on the 
Silk Exchange the trading unit is 650 pounds; on the Cocoa 
Exchange, 30,000 pounds; while a futures contract for cotton- 
seed oil on the New York Produce Exchange calls for the 
delivery of 40,000 pounds. The trading unit in tin on the 
National Metal Exchange is 11,200 pounds. 

Price Decimals.—The instrument must be adapted to its 
purpose. For the delicate and exact work of the chemist, 
scales of the greatest precision and sensitiveness are neces- 
sary. Futures markets are the centers of countrywide and 
worldwide trading. That intangible personality which we 
term the “market” is a composite of all types of opinion and 
of all states of financial resources. Banker, manufacturer, 
merchant, broker, trader, large or small, nervous or resolute, 
form the market which reflects their composite judgment. 
It is sensitive in the highest degree to every development 
which bears upon the supply of and demand for the com- 
modity, and to every development which bears upon the 
borrowing power of merchants. Mr. W. P. Hamilton com- 
ments that “the stock market represents, in a crystallized 
form, the aggregate of all America knows about its own 
business.” *° So the commodity market represents the aggre- 
gate of all that America and other nations know about the 
commodity in which trading is carried on. 

Price fluctuations must be small enough to reflect ac- 


7» W. P. Hamilton, The Stock Market Barometer (Harper & Brothers, 
1922), p. 182. 
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curately this sensitive market. These minimum fluctuations 
are established by by-law of each exchange. Prices of wheat 
and corn fluctuate in eighths of a cent per bushel. Silk is 
quoted at variations of 1 cent a pound; rubber is quoted 
at variations of 1/10 of a cent per pound; tin at 1/20 of a 
cent per pound. Price fluctuations of 1/100 of a cent per 
pound record the shifting buying and selling pressure for 
coffee, cotton, sugar, cocoa, and cottonseed oil. 

The Delivery Months.—The futures contract usually per- 
mits delivery during any one of twelve successive calendar 
months. The active trading months may be few, however, 
as in the grain trade, where active trading is confined largely 
to the May, July, September, and December futures, (and 
in recent years, the March future) and in the cotton trade 
where some months are normally active and others inactive. 


The choice of the four months referred to is explained as follows, 
primarily with reference to wheat. July is the month when the new 
winter wheat begins to come on the market. The elevator man who is 
buying in the Southwest before the end of May—perhaps contracting 
ahead with the farmer—can protect himself by hedging for July delivery. 
Much of his wheat will go to market in that month. The July price is 
supposed to reflect the size of the crop of winter wheat. September, on 
the other hand, reflects spring wheat conditions and represents the 
initial movement of the spring wheat crop. The hedging of spring wheat 
purchases begins to be important just before the middle of August. De- 
cember represents the winter storage of both the winter and spring wheat 
crops. Navigation is closed, and only the more costly rail facilities are 
available for shipment to the seaboard. It is generally considered that 
wheat in store in December will remain there till spring. May is the 
clean-up time for the old crop. Navigation opens and there is an in- 
clination to ship out accumulations to make way for the next crop. But 
May is also influenced by the volume of the new crop. 4 


Thus, due to causes affecting the growth, harvesting, 
shipping, and warehousing of the commodity, trading in grain 
futures is concentrated in these four delivery months. 


1 Report of the Federal Trade Commission on The Grain Trade, Vol. V, 
p. 62. 
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On the New York Cotton Exchange, trading as a rule is 
concentrated in six months, with two other months occa- 
sionally active. The February, April, June, and November 
futures are relatively inactive. The reason for this is less 
apparent. One authority suggests that “the peculiarities of 
the movement of cotton in the days of sailing vessels had 
something to do with the custom of trading in certain months 
to the exclusion of others.” ?? 

Delivery at Seller’s Option.—The seller has the entire 
month during which to make delivery on his contract. The 
reason for this is that commodities, brought to the market 
by steamship and railway, may be delayed by circumstances 
beyond the seller’s control. Permitting delivery at any time 
during the month militates against a seller’s being penalized 
by reason of shortage in the deliverable stocks of the com- 
modity. When delivery is made, it is effected by the transfer 
of a warehouse receipt from seller to buyer. 

Warehouse Receipts.—At the beginning of this chapter, 
it was mentioned that the practice of grading and issuing 
warehouse receipts was established in the grain trade at an 
early date. The use of warrants, or warehouse receipts, was 
known to the Phoenicians, and the Italian traders of the 
Mediterranean. At about the same time that grading and 
the use of warehouse receipts in the grain trade became 
current in the United States, warrants representing iron in 
store came into use in Great Britain 

The warehouse receipt which passes from seller to buyer - 
when delivery is made is evidence of the seller’s title to the 
goods. Its transfer passes title. On the grain and cotton 
exchanges inspection and grading are carried on under gov- 
ernment supervision, as will be noted in detail in Chapter 
IX. For other commodities, inspection, grading, and weigh- 


”W. Hustace Hubbard, Cotton and the Cotton Market (D. Appleton 
& Co., 1923), p. 240. 
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ing are carried on by a staff of experts in the employ of, or 
licensed by the exchange. 

The warehouses in which lots of a commodity to be deliv- 
ered on a futures contract are stored, are “official” ware- 
houses; that is, they are approved and licensed by the 
exchange. By setting up the machinery for grading, and by 
licensing warehouses in which the commodity may be stored, 
the exchange does all within its power to insure that each 
grade shall be a known and definite. quality and weight, 
or measure. Warehouse receipts accompanied by certificates 
issued under the authority of the exchange are accepted in 
full confidence that the commodity which they represent is 
of the grade and weight specified. 

The warehouse receipt is the muniment of title to the com- 
modity. In the grain trade it does not represent any specific 
lot; it represents a definite quantity of any lot of a given 
grade or of a mixture of tenderable grades. In other com- 
modities, however, the warehouse receipt represents definite 
and specific lots; identified by serial number, chop mark, 
brand or other identifying marks, which are set forth on the 
face of the receipt. A negotiable instrument, such as a prom- 
issory note or a bill of exchange, represents a promise to 
pay money; the warehouse receipt represents commodities 
in store. The note or bill of exchange may be endorsed and 
passed from hand to hand; the warehouse receipt is like- 
wise capable of transfer by endorsement and delivery. It is 
evident that there is a close analogy between the warehouse 
receipt and the negotiable instrument. The transfer of the 
warehouse receipt accomplishes delivery as effectively as if 
the seller were to make physical delivery of the goods. 


Chapter II 


GOVERNMENT AND OPERATION OF A COMMODITY 
EXCHANGE 


Ancient Markets and Modern Exchanges.—Without the 
fairs and markets which spread over England and Europe 
in the Middle Ages, internal trade must have remained 
entirely local. Communication depended upon travel, and 
travel was difficult, dangerous and slow. Commerce in the 
products of distant places awaited the growth of market 
places where buyer and seller could meet. Once established, 
the medieval fairs spread with rapidity, dotting England and 
France with busy centers which afforded the chief means of 
carrying on internal commerce and offered nearly the sole 
means of trade in the products of distant lands and places. 

Between the fair of the thirteenth century and the com- 
modity exchange of today, there appears little in common. 
Yet both were born of the same economic necessity. Modern 
liners cross the Atlantic in less time than the medieval trav- 
eler required to journey one hundred miles. Modern com- 
munications enable the Manchester spinner to reach his 
market more quickly than the itinerant merchant could travel 
from house to house. But through all the economic develop- 
ment of centuries the need of central markets has remained, 
their nature changing, their purview widening, until today 
“The stock and produce exchanges are the nerve centers of 
the industrial body, and are in themselves as necessary insti- 
tutions as the factory and the bank.” ! 


“us C. Emery, Speculation on the Stock and Produce Exchanges of the 
United States, “Studies in History, Economics and Public Law,” Columbia 
University, p. 12. 
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The organized commodity exchange in this country is a 
direct outgrowth of the boards of trade and chambers of 
commerce which were formed to regulate trading in grain at 
large terminal points. We can briefly define an exchange as 
an organized market if all that is comprised in the word 
“market” be comprehended. The exchange provides a mar- 
ket place where its members trade under established rules 
and regulations and where buyers and sellers from every 
quarter of the globe meet through member brokers who repre- 
sent them. It establishes rules to govern transactions made 
on its floor and it endeavors to secure uniformity in the 
customs of the trade. Finally, it is a futures market and 
not a cash market. 

Cash Markets and Futures Markets.—A cash sale, also 
known as a spot sale, contemplates a delivery of some 
specific grade of the commodity. Many of the commodity 
exchanges have facilities for spot trading. In the grain 
trades, for instance, samples of the grain contained in cars 
which have arrived at the delivery point are displayed on 
tables, and purchases are made on the basis of the samples 
representing each carload lot. Spot markets exist separate 
and apart from the largest organized exchange in the cotton 
trade. But while some commodity exchanges may have facil- 
ities for spot trading, their primary purpose is to serve as 
a market for future delivery contracts. Their quotations are 
for future delivery; their sales are made not from sample 
but on the basis of standardized grades. This chapter is con- 
cerned with the operations of such futures exchanges. We 
shall examine their organization, their purposes and their 
aims, the manner in which they regulate trading among 
members, and the way in which that trading is carried on 
upon their floors. 

Organization of Exchanges.—The older commodity ex- 
changes were chartered by special acts of the legislature, not 
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because of any inherent peculiarity but because they came 
into being before the adoption of membership corporation 
laws. The Chicago Board of Trade, which commenced oper- 
ations in 1848 and received its charter in 1859, is the oldest 
of the exchanges. Next in point of time come the New 
York Produce Exchange and the New York Cotton Exchange. 
The Produce Exchange was incorporated in 1862. The Cot- 
ton Exchange was organized’ in 1870 and chartered as a 
corporation the following year. The most recently formed 
futures markets, all located in New York, are the Rubber 
Exchange, the National Raw Silk Exchange and the National 
Metal Exchange. 

A mere casual survey of the list of commodities in which 
future trading is done will suggest that their markets cannot 
be identical in every respect. Wheat, corn, rye, and oats are 
traded in for future delivery. Cotton, coffee, and sugar, 
rubber, cottonseed oil, raw silk and tin have organized 
futures markets. Differences in the commodities make for 
necessary minor differences in the rules of trading and in the 
terms of contracts. But the same broad, fundamental plan 
of organization is found in all of the exchanges. Their rules 
differ in particulars but not in essentials. Hence it is pos- 
sible to present a composite picture of the commodity ex- 
change, taking as an example one market and noting only 
material variations from its rules and practices. 

The National Raw Silk Exchange, Inc., has been selected 
as a type for illustrating the organization and operation of 
a futures market. Its very youth adapts it to our purpose. 
Organized in 1928 under the membership corporation law 
of New York, with three-quarters of a century of exchange 
history upon which to draw, its by-laws and rules were 
framed with a view of embodying those provisions which 
appeared soundest and best in the experience of the older 
exchanges. 
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Objects.—The objects of a commodity exchange are set 
forth in its charter. Primarily it is organized to provide, 
regulate, and maintain a market place and to afford its mem- 
bers facilities for trading. In order to further these purposes, 
its declared objects are to establish equitable and just prin- 
ciples; to maintain uniformity in rules and usages; to effect 
standards of classification or grading in the commodities in 
which its members deal; to acquire and disseminate useful 
information; to decrease local risks and to cooperate with 
other exchanges having similar aims. 

Membership.—The membership list of commodity ex- 
changes is representative of every division of the industry 
and of every country where the commodity is an important 
element in trade. Flour mills, elevator companies, exporters 
and dealers in grain in all parts of the world, are repre- 
sented on the Chicago Board of Trade. Merchants in Eng- 
land, in Europe, and in Japan; manufacturers, dealers, and 
brokers in New England and in the South, hold memberships 
on the New York Cotton Exchange. Seats on the Silk Ex- 
change are owned by members residing in France, England, 
Italy, Switzerland, Japan, India, and China, in addition to a 
membership in the United States distributed over nine of the 
leading commercial states. 

The broad requirements for membership are that a can- 
didate be of good character and of sound financial respon- 
sibility. An application for membership must be endorsed 
by two members of the exchange and the name of the ap- 
plicant must be posted on the bulletin board for a period 
before action is taken by the membership committee. The 
committee conducts an investigation of the applicant’s qual- 
ifications, and all members are requested to advise it in 
confidence if they know of any objections to the candidate. 
Both the applicant and his sponsors are examined by the 
membership committee, and if the applicant meets the test of 
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character and financial responsibility, the favorable finding 
of the committee is reported to the board of governors which 
elects by a majority vote. Upon his election, the new mem- 
ber subscribes to the exchange’s by-laws and rules and agrees 
thereby to abide by all existing by-laws and rules and all 
subsequent amendments. 

A firm, at least one of whose general partners is an ex- 
change member, may have its business transacted at the 
commission rates prevailing for exchange members and the 
same privilege is accorded to a corporation one of whose 
executive officers is a member of the exchange. 

Seats.—In addition to qualifying by election, it is neces- 
sary for the new member to obtain a “seat.” A seat is a 
member’s interest in the exchange, similar to the share in a 
corporation evidenced by a stock certificate. The new mem- 
ber obtains his seat by purchase and since the seat gives the 
privilege of doing business on the exchange, it possesses at 
all times a definite market value. The relative price of seats 
on different exchanges is determined by the volume of busi- 
ness transacted, by the size of the membership, and the finan- 
cial resources of the exchange. 

Dues.—Members of an exchange pay dues sufficient to 
cover its ordinary running expenses. These dues are based 
upon the budget estimate for the ensuing year. Whatever 
may be the method of levying dues, the end in view is never 
profit for the exchange, but merely the collection of suffi- 
cient revenue to carry on its work. 

Government.—The central government of an exchange 
is vested in a president, vice president, and treasurer, and 
a governing body known as the board of governors or board 
of managers. The officers and governors are elected an- 
nually. On some exchanges, however, the terms of members 
of the board are distributed so that one-third of the board 
is elected annually. While committees appointed by the 
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board play an important part in administering the exchange’s 
machinery, the board exercises final control. 

The Secretary.—The secretary of an exchange is a sal- 
aried officer, chosen by the board of governors, and upon 
his shoulders rests much of the responsibility for the smooth 
working of the exchange machinery. He presides at the calls 
and he is usually the superintendent of the exchange. In 
addition to performing all the duties ordinarily imposed upon 
the secretary of a stock corporation, he is responsible for 
the proper operation of the trading floor. He collects dues, 
assessments and fees from members and keeps the books 
and records of the exchange. Transfers of membership are 
effected through his office. He is charged with the posting 
and. mailing of notices to members on matters of impor- 
tance relating to the exchange, and he brings to the atten- 
tion of the board and of the various committees such matters 
as he considers may require their action. He performs such 
other duties as may be required of him by the board of gov- 
ernors and the various committees. The secretary is the 
most active officer of the exchange and must possess un- 
usual executive ability. He is aided by a clerical staff in the 
routine work of his office and in his supervision of the official 
records and statistics. 

Committees.—The active administration of an exchange 
is carried on by committees, appointed by the board of 
governors. The work of some of them is formal and requires 
little more than mention. The work of other committees 
is connected intimately with the highly specialized opera- 
tions of a commodity exchange. 

The Arbitration Committee—Organized exchanges uni- 
formly provide for the adjustment of disputes between mem- 
bers without recourse to courts of law. In general, one of 
two policies is adopted. The exchange may (1) provide the 
machinery for arbitration and leave to the disputing parties 
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the option of resorting to it; or (2) the arbitration com- 
mittee may act upon the complaint of one of the parties, 
serving notice upon the adverse party, and compelling the 
latter to arbitrate. 

The rules of the Chicago Board of Trade provide merely 
that “the policy of the Association is to encourage, but not 
to compel, the arbitration of disputes.” In compulsory 
arbitration the procedure is similar to that of an action at 
law, stripped of its formalities and rigidity. A “submission,” 
which is a written recital of the subject matter of the con- 
troversy, is filed with the arbitration committee and a dupli- 
cate served upon the other party, who is required to file his 
answer within a specified number of days. Three members 
of the exchange, appointed as arbitrators, then proceed to 
hear and determine the matter in controversy. 

The arbitrators possess judicial powers which are ample 
for conducting the hearing to a rapid and just determination. 
They may compel the production of papers by exchange 
members and they may subpcena members to attend the 
hearings and give testimony. Disregard of a subpoena issued 
by the arbitration committee, or by other committees em- 
powered to conduct hearings, renders a member subject to 
suspension from the exchange. The hearings in arbitration 
proceedings are private unless the parties request open 
sessions. 

The decision of the arbitrators concludes the entire matter, 
unless an appeal is taken to the board of appeals, another 
committee appointed by the board of governors, whose deci- 
sion is final. 

Whether the arbitration proceeding is of the voluntary or 
involuntary type, the findings constitute an award which is 
binding upon the parties. In the voluntary type, the parties 
agree to abide by the award when the arbitration agreement 
is signed, and exchange by-laws enforce the decisions of the 
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arbitrators by disciplinary action. Suspension from the ex- 
change until performance of the award and expulsion, in 
extreme cases, are penalties sufficient to insure acceptance 
of the final decision.’ 

Every year, controversies involving large sums of money 
are thus disposed of with a minimum of expense and delay 
by the determination of arbitrators thoroughly conversant 
with the customs and usages of the trade. The machinery of 
arbitration makes for a speedy and just determination and 
its rules of evidence are calculated to insure a full and fair 
hearing untrammeled by technicalities. The rule of evidence 
which is given below, taken from the rules governing arbitra- 
tion of the National Raw Silk Exchange, sums up the spirit 
in which affairs of arbitration are conducted. 


Liberality of procedure is to be observed and such methods are to be 
followed by the Arbitrators as will be best calculated to elicit all the 
evidence pertaining to the case. The Arbitrators shall conduct the 
arbitration with the end in view of establishing and enforcing equity 
and fair dealing in matters of trade and commerce, irrespective of tech- 
nicalities and with the least possible delays and expenditures consistent 
with a comprehensive investigation of each controversy presented. The 
spirit of conciliation should guide the Arbitrators in their conduct of the 
proceedings, and they should endeavor to remove all doubts and misun- 
derstandings between the parties so as to effect, if possible, a harmonious 
disposition of the controversy. 


Discipline.—Just as arbitration provides a means of set- 
tling business disputes, analogous to civil actions at law, so 
the exchanges enforce their own rules of conduct by a pro- 
cedure analogous to that of the criminal courts. Refusal to 
arbitrate and refusal to abide by an award have been cited 
as offenses subject to disciplinary action. Violation of a con- 
tract, reporting false purchases or sales and, in general, any 
dishonest conduct or acts of bad faith are made punishable. 


2Under statutes in many states, an award in arbitration proceedings 
may be docketed and have the full force of a judgment obtained in a court 
of law. 


j 
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To indicate the extensive disciplinary powers which the 
exchange exerts over its members, the following section of 
the by-laws of the Raw Silk Exchange is quoted. A member 
may be suspended or expelled 


(a) For violating, disobeying or disregarding any By-Law or Rule 
of the Exchange. 

(b) For refusing to submit to and/or abide by any award or decision 
of any Arbitrators, the Arbitration Committee, the Board of Appeals, or 
the Supervisory Committee. . . 

(c) For buying or selling contracts for the delivery of raw silk for a 
clerk or employee of the Exchange or for a clerk or employee of another 
member of the Exchange without the written consent of his employer. 

(d) For the publishing, or permitting to be published, in his own name, 
or that of his firm, or in the name of any officer of his firm, or that of 
any of his partners, employees, or agents, . . . any advertisement that 
contains any misstatement of facts, or is otherwise calculated to mislead 
the public, whether by direct or implied misrepresentation, or unfair 
concealment of facts, or that contains a request for money to be sent 
as margin for operating on discretionary orders, or any other matter 
that shall tend to bring discredit upon the business of dealers or brok- 
ers ... or upon the Exchange... . 

(e) For any other misconduct in his relations to the Exchange or any 
member or members thereof. 

(f) For any disreputable or fraudulent transaction with any person 
not a member of the Exchange. 

(g) For any conduct detrimental to the best interest of the Exchange 
or to the welfare of the United States. 


An exchange member is responsible not only for his own 
acts and omissions but for the conduct of his employees and 
of his partners. If any of the prohibited acts are committed 
by associate or agent, the member’s non-participation affords 
no protection against disciplinary penalties. 

Charges of any misconduct rendering a member subject to 
discipline may be preferred (1) by the board of governors, 
(2) by any committee or arbitrators having the power to 
complain, or (3) by any member of the exchange. 

The Business Conduct Committee.—This body resembles 
a grand jury. Its duty is to investigate any misconduct on 
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the part of a member. It may do so on its own initiative or 
by direction of the board of governors. The findings of the 
business conduct committee are reported to the board, and 
if facts so warrant, a formal complaint against the member 
is preferred. 

The Supervisory Committee—When a complaint is filed, 
the supervisory committee assumes jurisdiction. The com- 
plaint is in writing, setting forth in detail the accusation. It 
is accompanied by a list of witnesses and by any documentary 
evidence bearing upon the case. Upon receiving the com- 
plaint the supervisory committee serves a copy of it, to- 
gether with the documents and the list of witnesses, upon the 
member accused. He is furnished at the same time with a 
copy of the by-laws and rules and his attention is specifically 
drawn to the by-law or rule alleged to have been violated, 
the by-law or rule under which the complaint is made, and 
the provisions governing procedure. The defendant member 
is required to answer within a given time, accompanying his 
reply with a list of his witnesses and any documentary evi- 
dence he may have to offer. 

As soon as practicable after the answer has been filed, or if 
no answer be filed, after the time for filing it has elapsed, the 
supervisory committee proceeds to a hearing, notifying the 
parties and their witnesses. Neither party may be repre- 
sented by counsel at any hearing. After a formal hearing, 
the committee reports its conclusion to the board of gov- 
ernors, with a summary of the facts established and all the 
documentary evidence submitted. If the supervisory com- 
mittee finds against the defendant, the board of governors 
fixes the penalty to be imposed. 

When a member fails, the supervisory committee conducts 
an investigation to ascertain the reasons which occasioned 
it. If unbusinesslike or unethical conduct has been a con- 
tributing factor, the committee so reports to the board of 
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governors and the failed member becomes ineligible for re- 
instatement. 

The Floor Committee—The committees just described 
have jurisdiction over broad questions of business conduct. 
The floor committee is the exchange’s constabulary. It is 
charged with preserving order on the floor of the exchange 
and enforcing the rules applicable to trading and to the con- 
duct of members on the floor. Misleading or ambiguous bids 
may be the subject of disciplinary action, and in the case of 
any disputes arising from bids, offers or acceptances in the 
course of regular trading, the question is decided on the spot 
by those members of the floor committee who are present. 

The Quotations Committee.—Every transaction made 
upon the floor of an exchange must be made by outcry across 
the ring and the time and price must be reported immediately 
upon its consummation. The quotations committee is 
charged with enforcing this rule and it settles on the floor 
any disputes regarding price quotations. A record of all 
trades and their prices is kept and a summary published 
daily. The quotations committee meets each day and estab- 
lishes official “bid and asked” quotations and the nominal 
quotations for the inactive months. These quotations are 
informative to the public and necessary for the working of 
the clearing house. 

On the ticker, as reports of the market’s close come out, 
the reader sees that the close was “firm,” “steady,” or 
“weak.” It is the duty of the quotations committee to give 
this characterization or “tone” to the closing dealings of each 
day. 

Committee on Commissions.—The minimum rates of com- 
mission to be charged by members are rigidly prescribed. 
Pressure of competition precludes charging rates above the 
minimum, so that the established minimum schedules be- 
come standard for all exchange transactions. Any rebate to a 


OPERATION OF A COMMODITY EXCHANGE 33 


customer of all or any part of the prescribed commission is 
punishable by suspension for a first offense and by expulsion 
for a second.* The commission rules regulate competition by 
placing members on a plane of equality in their dealings 
with the public. It prevents competition on a price basis 
by splitting commissions. It benefits the public by preclud- 
ing the possibility of discrimination between the charge for 
service rendered to large or small operators. The committee 
on commissions decides all controversies which involve an 
interpretation of the commission law. | 

Committee on Information and Statistics—In markets 
highly sensitive to changes in demand and in the visible and 
future supply of the commodity, accurate and up-to-the- 
minute information about all factors which may influence 
prices is of the utmost importance. The information that 
is gathered and published regarding weather conditions in 
crop areas, supplies on hand and afloat, takings by con- 
sumers, etc., will be described in detail in a later chapter.* 
It may be noted here that the exchanges maintain efficient 
newsgathering agencies and in addition receive statistical 
information through government services which is dis- 
tributed to members in the reports later to be described. 


?“The above-mentioned rates shall be in each case the minimum com- 
mission that may be charged by any member of the Exchange, and shall be 
absolutely net and free of all and any rebate, in any way, shape or manner; 
nor shall any bonus or pro rata percentage of commission be given or allowed 
to any clerk or individual for business procured or sought for any member 
of the Exchange. 

“For violating or evading, or seeking, offering, proposing, promising or 
agreeing to violate or evade the provisions of this Section in any way, shape 
or manner whatsoever, whether by an agreement, arrangement or under- 
standing, expressed or implied, either directly or indirectly, in person or 
through any firm of which a member may be or may appear to be a 
partner or officer or through any agent or agents or otherwise, the penalty 
shall be, upon conviction for the first offense, suspension, and for the second 
offense, expulsion.” Extract from Section 58, By-Laws of the National 
Raw Silk Exchange, Inc. 

“See Chapter VIII. 
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The work of compiling and publishing the statistics that 
flow into the exchanges by telegraph and cable is performed 
under the direction of the secretary, the committee on in- 
formation and statistics exercising a general supervisory 
power over this phase of the exchange’s activities. 

Grading and Warehousing Committee.—The stocks of a 
commodity which may be delivered against a futures con- 
tract must be stored in warehousés which have been approved 
and licensed by the exchange. Every lot of the commodity 
intended for delivery must be weighed, sampled, and graded 
either by government officials or by the official weighers, 
samplers, and inspectors of the exchange. The receipt which 
the warehouse issues passes from seller to buyer as the 
representative of the goods. The grading and warehousing 
committee has the important duty of supervising the in- 
spection bureau of the exchange. This bureau has charge 
of the inspection, grading, and weighing of the commodity 
for certification. The committee also supervises the ware- 
housing of the certificated stocks. 

Other Committees.—The foregoing committees have been 
described in some detail as their work is peculiarly related to 
the specialized operations of a commodity exchange. There 
are other committees which require no more than mention, 
as their work is paralleled in many other corporate bodies. 
The executive committee has general administrative func- 
tions including control over the quotation service, manage- 
ment of the exchange building, the hiring of employees and 
the purchase of supplies. The finance committee has gen- 
eral supervision over the fiscal affairs of the exchange and 
the auditing of the books of the treasurer. A committee on 
by-laws and rules considers all amendments to existing 
by-laws and rules and frames any amendment or new regula- 
tion submitted to members to be voted on. The nominating 
committee nominates the slate for officers and members of 
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the board to be voted upon at the annual election. It is 
essentially a selection committee; in most instances its ticket 
is the only one in the field and its nominees are elected as a 
matter of course. 

The foregoing committees are those which are common to 
most of the exchanges. If more than one commodity is traded 
in on the exchange, a separate committee will exist for each 
commodity, and whenever some phase of the work of an 
exchange assumes more than passing importance, a committee 
charged with its supervision will be formed. 

The Exchange and its Facilities —Trading is carried on in 
a large room or hall in which the ring, or pit, occupies the 
central and most prominent place on the floor. On exchanges 
where more than one commodity is traded in, there may be a 
separate pit, or ring, for each commodity. Private wires from 
telephone booths on the exchange floor connect with the 
offices of dealers and commission houses, while from a bridge, 
raised above the trading ring, quotations are sent out over 
the ticker system and telephoned to attendants for posting 
on a blackboard in full view of the trading ring. On the ex- 
change floor are bulletin boards for the posting of statistical 
data and notices to members; exchanges having a spot 
market provide tables for the display of samples for cash 
trading. Executive offices and committee rooms are within 
easy access of the trading room. 

The Trading Ring.—Trading on the Stock Exchange is 
carried on around posts, each post being the trading point 
for certain stocks. The futures trading ring (or pit, as it is 
called on the grain exchanges) is the counterpart of a trading 
post on the Stock Exchange. The following description of 
the trading ring of the New York Cotton Exchange gives a 
representative and graphic picture: 


The future trading ring is located near one end of the cotton-exchange 
room, affording an easy view of the blackboard space, which is pro- 
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vided on adjacent walls well above the heads of the men in the ring or 
pit. It is about 30 to 35 feet in diameter and consists of a ring-shaped 
platform rising from the floor by a series of three to five steps to a height 
of about 21% feet, and on the inside descending again by a tier of four 
or five steps to the floor. The central floor space of the ring, about 12 
feet in diameter, is kept clear by a railing, behind which the traders 
stand upon the tiers of steps, facing each other across the open center 
space, so that each trader may be clearly seen and may see all the other 
traders gesticulating and shouting their bids and offers or acceptances 
across the ring} , 

Reporting Trades.—Exchange rules provide that the time 
and price of each trade must be reported immediately upon 
its consummation. The reporting is done by a staff of uni- 
formed attendants who stand at the ring. As soon as a 
transaction is made, the reporter takes note of the price, the 
amount sold, and the delivery month. These data are imme- 
diately flashed by finger signals to a clerk stationed on the 
bridge. The clerk telephones the particulars of the sale 
to the attendant who posts quotations on the blackboard,° 
and the transaction is entered by another clerk on the ex- 
change’s record sheets. The prices so reported simultane- 
ously appear on the tape wherever commodity tickers are in- 
stalled. Frequent summaries of the day’s trading appear also 
on the news tickers. 

Telephone Booths.—Throughout the trading day, orders 
come pouring in to the exchange floor from dealers and 
brokerage houses spread countrywide. These orders are tele- 
phoned to the exchange floor. Around the floor of the ex- 
change are rows of telephone booths which are leased to 
members. An attendant receives the order and delivers 
it to the broker at the ring. After the order has been exe- 
cuted, the same facilities permit the attendant to report the 
price at which the purchase or sale was made. 


*The Cotton Trade, Senate Document No. 100, 68th Congress, 1st Ses- 
sion, Part I, p. 107. 
®*See Chapter IV. 
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- Hours of Trading.—All exchanges have fixed hours for 
trading. In New York most of the exchanges open at ten 
o'clock and the trading day ends at three o’clock, except on 
Saturdays when the close is at noon. There are practical 
reasons for the limited trading day. Even with only five 
hours at the ring, a broker is likely to quit the floor thor- 
oughly exhausted when the market has been active and his 
volume of orders large. A second reason is closely linked 
with the fundamental purpose of the exchange’s existence. 
To fulfill its economic purpose, prices registered on the ex- 
change floor should be representative. A long session would 
not only make for lethargic trading during the part of the 
day, but it would also increase the opportunity for price 
manipulation. The more active the market, the more likely 
are prices to be representative of demand and supply. It 
must be remembered that execution of the order at the 
ring is only a part of the story of a trade. After trading 
has ended for the day, trades remain to be cleared and mar- 
gins remain to be adjusted with the clearing house. Long 
after the brokers have left the exchange, lights will be burn- 
ing in the offices of commission houses where bookkeeping 
staffs are posting to customers’ accounts and preparing notices 
of the execution of orders which have been carried out that 
day. Finally, exchange hours must correspond to banking 
hours. The difficulties in obtaining margins if exchanges 
were to operate after the banks close, might involve exchange 
members in serious financial consequences. 

It is a strict rule, enforced under penalties, that no trades 
may be made before or after trading hours. The brokers 
gather at the ring at ten o’clock awaiting the stroke of the 
gong which sets the machinery of the exchange in motion. 
Promptly at the closing hour the cessation of trading is 
proclaimed by the fall of the secretary’s gavel and the sound 
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of the gong. All orders unexecuted must await the opening 
of the exchange on the following business day. 

Statistical Information.—After the close of each business 
session the exchange publishes sheets compiled under the 
direction of the secretary, in which a complete summary of 
the day’s trading is given, together with the latest statistical 
information relating to the production, movement, and sup- 
plies of the commodity. These sheets are for the convenience 
of members. In addition, many exchanges publish periodical 
compilations of statistical information in great detail. An 
extended description of this phase of the exchange’s activities 
will be found in Chapter VIII. 

Standard Contract—Each commodity exchange has a 
fixed unit of trading. The unit is prescribed by by-law and 
incorporated in the futures contract. The amount traded 
in is thus always fixed and certain. One contract calls for 
the delivery or the receipt of one unit. Every trade is made 
in terms of that unit.’ | 

Price Quotations—Just as the trading unit is prescribed 
in the interest of uniformity, so the minimum limits of price 
quotations in fractions or decimals of a cent are established. 
Offers are made and accepted in terms of cents or a fraction 
of a cent per pound or bushel of the standard unit. An illus- 
tration will make this clearer. The New York Cotton Ex- 
change permits bids and offers to be made in fractions of 
1/100 of a cent per pound. Let us say that a broker sells 
“ten November” at 21.85. This means that his contract is 
to sell for delivery in November, ten lots of 100 bales each, 
at a price of 21 and 85/100 cents per pound. Let us say a 
rubber exchange broker sells “five December’ at 18.5. His 
contract is to deliver 28,000 pounds of rubber—five lots— 


*For contract units on various Exchanges, see Chapter I, pp. 17, 18. 
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and for this the buyer will pay at the rate of 18.5 cents per 
pound.® 

Trading Months.—At the beginning of each month, 
futures may be sold for delivery in that month or in any one 
_ of a stated number of succeeding calendar months. In some 
commodities active trading is carried on throughout the year. 
In others, either from custom or because of harvesting and 
_ marketing conditions peculiar to the commodity, active trad- 
ing is centered in a few months and there is little buying or 
selling of contracts for delivery in the inactive months. Thus 
on the Chicago Exchange Board of Trade futures trading is 
concentrated in four months of the year—May, July, Sep- 
tember, and December. That is, the vast majority of con- 
tracts made are for delivery in one of these four months. 

Trading for delivery in the current month comes to an end 
on the last day on which transferable notices may be issued 
for delivery during the current month.® The next calendar 
month then becomes the earliest month for trading, while the 
most remote calendar month, of those in which trading is 
carried on, moves up as the last delivery month. 

Calls.—Trading on many of the exchanges is opened by 
a “call,” the call resembling an auction by months. It is an 
orderly means of establishing prices at the opening for all 
delivery months instead of plunging at once into general 
trading. The call is presided over by the Secretary. He is 
the arbiter of any disputes arising over bids and offers during 
the call, and settles them forthwith. As soon as the opening 
gong has sounded, the name of the current month or the 
first month in which trading is being conducted, is exhibited 
by card or indicator. Offers to buy and sell are then made 
for that month only. The bids may or may not result in 
trades. In either event the market quotations for the call 


8 For price decimals on Commodity Exchanges, see Appendix A. 
°See infra Chapter IV. 
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hours are thus publicly established either in terms of actual 
transactions or of bids and offers. After all bids and offers 
for one month have been concluded, the secretary proceeds 
with the next month, and so on through the list until the 
last month in which the commodity may be traded in has 
been reached. The call is then adjourned and regular trad- 
ing begins. A second and, on some exchanges, a third call is 
held during each day. 

Trading Rules.—The scene at the ring, or pit, must seem 
to the onlooker one of utter confusion. Numerous brokers 
are crying out, simultaneously, their bids and offers. Their 
voices mingle in what appears to be a meaningless babel. 
Excited brokers shout and gesticulate, reiterating the same 
bid or offer apparently oblivious to all that is going on around 
them. Hands are waved and two brokers jot something on 
pads. Nobody else pays any attention to them. But the 
scene is one of apparent confusion only for those who do not 
understand the machinery of the ring. An airplane is an 
incomprehensible device to the tyro in aeronautics. He 
knows that the machine is capable of flight but he under- 
stands little or nothing of why the monoplane has replaced 
the biplane in general use; why the form of the plane is what 
it is; why it flies or how it is navigated while it is in flight. 
So the spectator who knows that an exchange is a nation- 
wide or, rather, a worldwide market place may be bewildered 
by what he sees, but his bewilderment is only akin to that of 
any inexperienced onlooker who recognizes effect and per- 
formance while knowing little about causes. 

As a matter of fact, the written and unwritten rules which 
govern trading at the ring make for the highest degree of 
certainty and fairness in trading. In the first place, every 
offer to sell and every bid must be announced by outcry across 
the ring. This rule causes the babel of voices at the ring, but 
it makes for an open market. Every trade, and the price at 
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which it is made, is certain of registration, and the market 
becomes an accurate recorder not of some prices but of all 
prices, a function it could never perform if private trades or 
trades away from the ring were permitted. 

What happens when a bid or an offer is made? In the din 
of voices, how is the acceptor to be determined? The by- 
laws provide for every contingency. An offer to sell is open 
to the first buyer who meets the price. A bid must be closed 
with the first broker who offers a lot at the named price. So 
much of the apparently meaningless shouting and gesticula- 
tion becomes simple of comprehension, for a shout or a wave 
of the hand may be only the effort of a broker to attract an- 
other’s attention so that a transaction may be made between 
them. With buying and selling prices being cried out simul- 
taneously by many brokers, how can there be a representa- 
tive market price at any given time? May not trades be 
consummated on opposite sides of the ring at wide varia- 
tions in price? Again the rules govern. 

All trades must be made at the market. At any given 
time the market rests between an upper and a lower limit. 
For illustration, the lower limit may be taken as the highest 
price which any buyer is bidding and the upper limit as 
the lowest price at which anybody is offering to sell. Say 
A is offering to sell a lot of 10 May cotton at 19 cents. As 
long as he continues this offer, a trade cannot be made at a 
higher figure. Similarly, if B is bidding for May cotton at 
18.90 cents, no trade may be made at a lower price while he 
maintains his bid. The lowest offer and the highest bid 
constitute the price limits for the market. The purpose of 
the rule is, of course, to fix prices as closely and definitely as 
possible. 

In describing the work of the fioor committee, its function 
in settling priority in the case of disputes over simultaneous 
acceptance of bids or offers was mentioned. In one case the 
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matter may be decided without recourse to this committee. 
A offers 10 May cotton and X and Y simultaneously meet 
the price, X bidding for 10 contracts and Y for five. Here X 
has the priority. All or any part of a lot which is offered 
may be accepted. The seller cannot offer his lot “all or 
none.” But if there are simultaneous acceptances, one for 
all and the other for part of a lot, the former prevails. 

Brokers make note immediately of the particulars of a 
trade which has been consummated; both buyer and seller 
are careful to compare. In case notes do not agree, the mem- 
ber who claims to have made the purchase or sale is required 
by rule to close out the contract at the market, leaving the 
question of responsibility for loss to be determined by arbi- 
tration. A more informal method in common practice is for 
the brokers to share responsibility by halving the profit or 
loss resulting from closing out the disputed trade. 

Commissions.—Minimum commissions are prescribed for 
all exchange members. The commission is established in 
terms of the standard unit of trading. Thus, a resident of 
the United States, not a member of the Chicago Board of 
Trade, pays a commission of $12.50 for the purchase or sale 
for his account of 5,000 bushels of wheat. On all exchanges 
commissions for orders executed on account of a foreign 
buyer or seller are higher per contract unit than the rates 
prescribed for residents, while the commission charged a 
member of the exchange is one-half that which is paid by the 
non-member.?® 

On many exchanges, instead of a flat rate, applicable to all 
contracts at all prices, a graduated scale of commissions is 
established. Thus, on the New York Cotton Exchange, the 
minimum commission is $25 per contract on all orders exe- 
cuted at a price of 25 cents per pound or less. If the price is 
above 25 cents and not over 30 cents, the minimum com- 


* For commission rates prevailing in organized markets, see Appendix B. 
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mission is $30, with similar advances of $5 in the commis- 
sion rate for successive increases of 5 cents in the price to a 
maximum commission of $40 per contract. The New York 
Coffee and Sugar Exchange, the National Raw Silk Ex- 
change, the National Metal Exchange, and the Cocoa Ex- 
change have graduated scales. 

Floor brokers who make a specialty of executing orders for 
other members and who “give up” their principals receive 
lower rates of commission. These brokers correspond with 
the “two-dollar brokers” on the Stock Exchange. They exe- 
cute orders at the ring for fellow members, but they do not 
become obligated on the contract. Instead, when confirma- 
tion slips are exchanged, they give up the names of their 
principals and then step out of the transaction entirely. <A, 
a floor broker, buys from B, 10 May rubber for X, an ex- 
change member. Normally the buyer, A, and the seller, B, 
would exchange confirmation slips. But when A “gives up” 
X as the real member in interest, the contract will be signed 
by X and B. Since the floor broker’s work is thus confined 
to the making of the trade at the ring, his commission is 
lower. On the Rubber Exchange, where the member rate is 
$7.50 per contract, the floor brokerage rate is $1.00. On the 
New York Cotton Exchange where the member rate is $12.50 
for contracts closed at 25 cents or under, the floor brokerage 
rate is $1.25. The floor broker’s commission is low, but he 
does not maintain the elaborate establishment which is neces- 
sary for the commission broker who has an outside clientele.) 

Contracts are often switched from one delivery month to 
another. The seller of 10 May may decide, before May 
arrives, to maintain his short position. He does so by “cover- 
ing” or buying 10 May and selling 10 October. While this is 
but a continuation of his position, so far as the principal is 
concerned, the purchase and the sale are regarded as new 
transactions, subject to regular commission rates. 
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Members on the Floor.—While any member of an ex- 
change may execute orders at the ring, in actual practice the 
trading is carried on by specialists. Many members of ex- 
changes rarely appear in the pit. In the group of traders 
around the ring will be found two broad classes of brokers: 
one class whose business it is to execute orders for other mem-. 
bers or for customers of the houses which they represent, the 
other class, traders who deal on‘ their own account. 

Ring brokers, representing commission houses, devote 
their time entirely to executing the orders which come in 
from the customers of their houses. Members who trade for 
their own account are usually floor speculators who buy or 
sell in anticipation of closing the contract at a higher or lower 
price within a short time. The floor speculator is in and out 
of the market continually. He is alert to close his trade if 
the price goes against him. He does not seek large profits on 
a single transaction, but is content with small gains from 
many transactions. 

The floor speculator rarely trades at the first bid or offered 
price, but he tries for a more advantageous figure that will 
enable him to make the turnover of his trade quickly and 
profitably. In the chapter on “Speculation” the part played 
by those who make the market will be considered in more 
detail. The floor speculator is a useful factor in making the 
market. When trading is inactive, the market thin, and bids 
and offers far apart, speculators may supply an important 
part of the buying power and the selling pressure that bring 
bid and offer together and make a closer market. 

Contract Slips——While trades are made at the ring viva 
voce, brokers do not rely solely upon their memories for de- 
tails of the transaction. Each broker carries with him a 
trading card, one side of which is ruled in red and the 
other side in black. Sales are noted on the side ruled in 
red, purchases on the side ruled in black. These memoranda 
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are given to clerks during the day and contract slips are 
made up from them. The slips are short memorandum 
forms with spaces for the names of the seller and buyer, the 
date, the number of contracts traded in, the delivery month, 
and the price. 

At the close of the day’s trading, slips properly filled in 
with the data for each trade are ready for the brokers’ sig- 
natures. The seller will present his slip to the buyer for 
signature, and the buyer’s slip will be signed by the seller. 
The signing of the slips constitutes an enforceable contract 
between the parties. Later the particulars of the contract 
evidenced by the slip are posted on the books of the com- 
mission house. ‘The slips are also used for a purpose more 
germane to our interest. Details of the contracts they repre- 
sent are entered upon separate sheets of purchases and sales 
which are sent to the clearing house. This is a separate 
organization but one which exists for the purpose of simpli- 
fying and expediting the settlement of contracts between 
members. The clearing house and its work will be the sub- 
ject of the following chapter. 


Chapter III 


THE CLEARING HOUSE AND ITS RELATIONSHIP TO 
THE EXCHANGE 


Just as the medieval fair was a prototype of the commodity 
exchange, so in these ancient markets appear the rudiments 
of a clearing system. With the growth of commerce, a means 
of offsetting debts among merchants became as necessary 
to the fair as the fair had been indispensable to the economic 
life of the people. The markets of the Middle Ages achieved 
their greatest growth in the twelfth and thirteenth centuries, 
and it is toward the end of this period that an efficient clear- 
ing system is found at the fairs of Lyons. Settlement days 
were established after each of the four fairs held during the 
year. 

Every banker came to these settlements prepared with a balance sheet 
of his debits and credits. Three steps were required in completing settle- 
ments; first, the acceptance of bills by those upon whom they were 
drawn ... the comparison of accounts and finally the settlement in 
money of which very little was ultimately required. 

Clearing houses for the offsetting of debits and credits 
among banks have long been established institutions in the 
banking field. A commodity exchange clearing house bears 
the same relationship to the commodity exchange that the 
financial clearing house bears to the banks. But it goes 
several steps further. It clears not only money accounts but 
contracts. During the course of a day’s work on the ex- 
change, a broker executes many contracts of purchase and 
sale. Some of his sales will probably be to a member from 


*Conant, Principles of Money and Banking, Vol. II, p. 239. 
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whom he has bought other contracts, and since the purpose 
of an exchange is to facilitate business, “it would be as idle 
to insist upon an actual delivery between the members of an 
Exchange as it would be to compel the banks to carry to each 
other’s banking house the actual money called for by the 
checks severally received by each upon the other.” 2 

Direct Settlements and Ring Settlements.—Before de- 
scribing the work of the modern clearing house, it may be 
well to mention briefly the methods of settlement which 
existed before commodity exchange clearing houses were 
known. Without clearing houses, brokers were accustomed 
to settle their trades with one another by direct settlement 
and rings. Suppose a broker on a grain exchange to have on 
his books, in April, contracts to deliver many thousands of 
bushels of May wheat, and also contracts for the receipt 
of many thousands of bushels of May wheat. If no settle- 
ment by offsetting sales and purchases were possible before 
delivery, all accounts would remain open. Margins would 
be maintained on all contracts until delivery time, 2. e., the 
month of May. Then would come the business of receiving 
deliveries and paying for them; of making deliveries, and of 
billing and collecting. If, however, broker A has sold con- 
tracts for the delivery of May wheat to broker B and has pur- 
chased from B other contracts for delivery in the same 
month, their contracts can be settled by the offsetting of like 
purchases against like sales, and the payment of differences in 
price. If the price at which A sold his contracts to B is 
higher than the price at which he made his purchases, he 
may bill the difference to B, and payment of the difference 
will close the transaction between them. Thus, assuming 
A’s sale to have been 5,000 bushels of May wheat at $1.50 a 
bushel and his purchase to have been 5,000 bushels of May 


? Springs v. James, 137 App. Div. 110 (121 N. Y. Supp. 1054). 
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wheat at $1.48 a bushel, the payment of 2 cents a bushel, or 
$100, by B to A would be the simplest method of settle- 
ment. This was the method of direct settlement. It could 
be effected whenever a sale or a purchase in any delivery 
month could be offset by a counter transaction in the same 
month between the same parties. 

Under the practice of making direct settlements, only occa- 
sionally would purchases and sales between brokers balance 
exactly as to quantity. A might have bought 100,000 bushels 
of May wheat from B and sold him 110,000 bushels. The 
100,000 bushels could be closed by direct settlement and the 
payment of differences, leaving A still short 10,000 bushels 
for delivery to B. 

But while A might thus be obligated to deliver 10,000 
bushels of May wheat to B, his books might show that as 
the result of a similar settlement of contracts with C, he 
was a net purchaser of 10,000 bushels. A’s books show his 
position to be one where he has no real interest in delivery. 
He has sold to B and bought from C like quantities for 
delivery in the same month. If he can bring B and C to- 
gether, so that C will deliver direct to B, he can withdraw 
completely from the transactions. 

The method of clearing contracts which could not be offset 
by direct settlement was accomplished through the formation 
of “rings.” If Smith owes Jones $10, Jones owes Brown $10 
and Brown owes Smith a like amount, the three debts can be 
canceled if all three parties come together and agree to offset 
debt against debt. If all three parties were to pay their 
debts, each one would be a mere conduit for transmitting his 
debtor’s $10 to his creditor. The simplification of procedure 
by all three parties coming together is obvious. Just as 
obvious was the need for some such system when the article 
to be cleared was not money, but wheat or cotton or any 
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other bulky commodity transferable not by manual delivery 
but by time-consuming and expensive loading and unloading 
and transportation by rail or water. 

The old form of ring settlement did not differ in principle 
from the simple financial transaction just described. It in- 
volved one more element, since deliveries and prices were 
adjusted. An illustration of ring settlement, by the offset of 
contracts and the payment of price differences is given in the 
following typical transaction. 

...A sells 5,000 bushels of wheat to B for $1.01 a bushel, B sells 
to C for $1.03, C sells to D for $1.02, D sells to E for $1.04, E sells to 
F for $1.05 and F in turn sells to A for $1.00. Of course B could pay to 
A $5,050, the purchase price of 5,000 bushels at $1.01, and C could pay 
B $5,150 his purchase price, and so on. This would involve the passing 
of considerably larger funds than if checks were drawn simply to represent 
price differences. A in this case has a profit of one cent on each bushel, 
B a two cent profit, D a two cent profit, and E a one cent profit, the 
total profits of all being six cents. But C had a one cent loss and F a 
five cent loss, making the total losses six cents, the profits and losses being 
equal. All that is necessary for those who have losses is to pay the differ- 
ences to those who have profits and settlement of the ring is made. The 
profits and losses, however, are calculated on the basis of an official 
settlement price, but it makes no difference in the profits or losses of 
all parties concerned whether settlement is made according to the con- 
tract prices or by an official settlement price. 


Those trades which could not be offset with other members 
were cleared through the ring. Ring settlements could 
be made only by a comparison of trades. After exchange 
hours, brokers’ clerks would repair to the “ring room” to 
compare contracts which were open on their books. After 
rings were formed, offsets made and differences fixed, clerks 
ran about to other offices, delivering checks for balances ow- 
ing and collecting payments for balances due. 

However, as trading on exchanges assumed an ever-increas- 


3 The Stock and Produce Exchanges, Albert W. Atwood (Alexander Ham- 
ilton Institute, 1927), pp. 309, 310. 
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ing magnitude, it became apparent that this method of clear- 
ing was both cumbersome and inadequate. In order to 
facilitate the settlement of differences on direct settlements 
and rings, central associations were established to which pay- 
ments, due from one exchange member to another, could be 
delivered and through which balances due could be collected. 

In the case of coffee, for instance, the Corn Exchange Bank 
acted as the central clearing agency for the settlement of 
these differences, which automatically closed the contracts. 
Rings, however, were formed by the members. Repre- 
sentatives of firms met daily in a room of the exchange 
after the close of trading and endeavored to trace contracts 
through the various members present in order to complete 
rings. 

This was a difficult operation in active markets, as there 
would be so many contracts outstanding, and not offset, that 
a seller attempting to trace a contract back might find that 
15 to 20 firms were interested. If one of these firms had no 
representative present to initial the ring, it could not be 
formed. A firm which had a large position in the market 
and was short of funds, consequently, could conceal its posi- 
tion and prevent the formation of rings by not revealing all 
its outstanding contracts to other members, or simply by not 
sending a representative to the ring room. While the ex- 
change rules permitted parties to a contract to call upon each 
other for margins to meet market differences, as well as 
original margins, it was customary to call for variation mar- 
gins only. Financial requirements would have been so great 
that none but the most affluent houses could have done busi- 
ness, if both margins had been uniformly required. This 
indisposition to call for original margins not infrequently 
brought about disastrous losses through failures and bank- 
ruptcies. Furthermore, since the ring was the only means 
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the parties had of adjusting differences speedily and effec- 
tively, failure of a firm which would have been a link in the 
chain produced serious financial consequences. 

At best, the proportion of contracts liquidated by direct 
settlements and rings was small, compared to the volume of 
outstanding contracts at any one time. 

The cumbersome method of ring settlement has now been 
replaced by settlement through Clearing Associations. In- 
stead of forming rings or making direct settlements, and 
sending clerks from commission house to commission house 
to make payments and collect differences, all transactions 
are now passed through the clearing house as an interme- 
diary. Members no longer deal with each other after the 
trade across the ring has been made and contract slips have 
been exchanged. The member deals with the clearing asso- 
ciation, which assumes the contracts of every member as 
against every other. 

What Is a Clearing Association?—The modern clearing 
association is usually a corporation separate from the ex- 
change and independent of it. It is usually a stock corpora- 
tion, whose stock may be sold only to exchange members. Its 
business is under the management and supervision of a board 
of directors and officers. Its sole purpose, however, is to act 
as a central clearing agency for exchange members. Every 
member of the exchange is privileged to become a clearing 
member, subject to his compliance with certain conditions, 
These conditions generally include: 


(1) The purchase of one or more shares of stock of the 
clearing house corporation. 

(2) The deposit of a substantial sum of money in the 
Guaranty fund of the Association. 

(3) Agreement by contract to clear all trades through the 
clearing house. 
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(4) The agreement to abide by the by-laws and rules of 
the clearing house and all amendments. 


Firms having a partner who is an exchange member, and a 
stockholder in the clearing house, may enjoy clearing privi- 
leges on the same terms. On some exchanges where corpora- 
tions are accorded recognition, they may obtain clearing 
privileges upon compliance with all of the foregoing condi- 
tions, and in addition posting an individual or a surety bond. 

Having thus briefly outlined the legal status of the clear- 
ing house and the requirements for membership, let us pro- 
ceed to consider its operation in clearing trades. 

Reporting to the Clearing House.—In the previous chap- 
ter it was shown how, at the conclusion of the day’s trading, 
brokers exchanged contract slips evidencing the purchases 
and sales made on the exchange floor. These slips then go 
to the offices of the dealer or the commission house on whose 
behalf the contract by the broker was made. All clearing 
members are required to file reports with the clearing house 
at the close of each day. The clearing house reserves the 
right, however, to refuse to accept any contract offered for 
clearance by notifying the parties in writing on or before 
eleven o’clock in the forenoon of the business day following. 
Upon filing these reports, all contracts made between clearing 
members are deemed to be assumed by the clearing house, 
which thereupon becomes the buyer from every seller and the 
seller to every buyer. To make this clearer: A has sold to 
B across the trading ring 10 contracts of May cotton. At 
the conclusion of the day’s trading, contract slips are ex- 
changed between A and B and on these slips are noted the 
names of the respective clearing members represented by the 
brokers who consummated the trades, or the clearing member 
through whom the trader proposes to clear the trade. When 
the clearing members named in these contract slips file re- 
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ports of their transactions with the clearing house, the latter 
becomes the purchaser from A, the seller, and the seller to B, 
the purchaser. So far as A is concerned, B, the buyer, is 
eliminated as a party to the transaction. The clearing house 
assumes the contract and takes his place. So A is eliminated 
as the seller to B and the clearing house replaces him. The 
clearing house stands in the relation of buyer from every 
seller and of seller to every buyer. It becomes the other party 
to every contract cleared by a member. 

The reports referred to are made on forms prescribed by 
the clearing house. There are two separate reports, one 
printed and ruled in red ink, setting forth a list of the sales, 
and the other, printed in black or blue, a list of the purchases. 

On the report of sales, the firm’s name is entered at the 
top of the sheet. On separate lines, each sale made during 
the day to a clearing member is listed, with the name of the 
member, the number of contracts sold, the delivery month, 
and the price. The settlement price, which is the figure to 
which all trades are adjusted at the conclusion of each day’s 
trading, is noted and the amounts due to the clearing house, 
or from the clearing house, are carried out in the debit and 
credit columns. The debit or credit for each transaction is 
the difference between the contract price and the settlement 
price. The report of purchases is similarly made out. 

In addition to these reports, a more elaborate one, known 
as the Clearing House Recapitulation Sheet, is required. 
This is a recapitulation of the purchases and sales reports 
and a tabulation of the clearing member’s contract position 
and debit and credit positions with the clearing house on all 
trades for all months. 

In order to have a comprehensive understanding of this 
report, it is necessary to have some familiarity with the mar- 
gins required by the clearing house on each trade cleared. 
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Original Margin Requirements.—The operation of the 
clearing house, in addition to facilitating the clearing of 
trades, is designed to guard against the remotest possi- 
bility of loss. When it stands in the shoes of the buyer, 
bound to fulfill his contract with the seller, and in the shoes 
of the seller, obligated to fulfill his contract with the buyer, 
it requires from each of its members a money deposit for each 
contract cleared, and not offset in an amount sufficiently 
large to provide it with full insurance against any loss. 

For every contract listed by the clearing member on the 
report made to the clearing house (and not offset), there 
must be posted with the clearing house a deposit, the amount 
of which is prescribed by the rules of the clearing house and 
is known as an original margin. The by-laws of the clearing 
house usually establish the minimum amount which the 
clearing member is required to post and the board of direc- 
tors from time to time fix requirements, subject to this 
minimum limitation. The Rubber Exchange Clearing House 
requires an original margin deposit of not less than $150 per 
contract unit. In the Cotton Exchange Clearing Association, 
the by-laws provide for an original margin of “not less than 
$3 per bale and not to exceed $25 per bale.” Original margin 
requirements may also be graduated, in accordance with the 
size of the line carried by a member house. The Coffee and 
Sugar Exchange Clearing Association prescribes an original 
margin deposit of $250 per contract on the first 500 con- 
tracts; $500 per contract on all in excess of 500 and up to 
1,000, and $750 per contract on all in excess of 1,000 con- 
tracts of coffee. For sugar, the original margin required is 
$250 on each contract up to 500; $300 per unit on the next 
500; $400 per contract on the next 1,000; $500 on all con- 
tracts over 2,000 and not exceeding 3,000; and $600 on all 
contracts in excess of $3,000. The by-laws of the Cocoa Ex- 
change Clearing Association require an original margin of 
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$300 on the first 500 contracts; $450 on the second 500 con- 
tracts, and $600 per unit on all contracts in excess of 1,000. 
The requirements of the National Raw Silk Exchange Clear- 
ing Association, Inc., are $250 per contract on a net interest 
of 500 contracts or less; $300 per contract upon a net interest 
exceeding 500 and not over 1,000, and $400 per contract on a 
net interest in excess of 1,000 contracts. 
ORIGINAL MARGIN REQUIREMENTS OF 


CLEARING ASSOCIATIONS 
Net interest Amount per Straddle 


Commodity Clearing Association (contracts) contract __interest 
Cocoa New York Cocoa Ex- 1— 500 $300 $60 to 
change 501-1,000 $450 $240 per 
1,000-1,500 $600 contract 
Coffee N. Y. Coffee & Sugar Ex- 1- 500 $250 $50 to 
change 501-1,000 $500 $200 per 
1,000-1 ,500 $750 contract 
Cotton N. Y. Cotton Exchange $300 to $50 to 
$2,500 $1,500 
Cottonseed N. Y. Produce Exchange 1- 150 $200 $100 per 
, Ol 151-— 300 $300 contract 


301— 500 $400 
501-1, 000 $500 
1,001-3 ,000 $1,000 


Rubber Rubber Exchange of N. Y $150 $25 

minimum minimum 

Silk National Raw Silk Ex- 1- 500 $250 $50 to 
change 501-1 ,000 $300 $200 per 
1,000-2,000 $400 contract 

Sugar N. Y. Coffee & Sugar Ex- 1-— 6500 $250 $50 to 
change 501-1,000 $300 $200 per 
1,001-2,000 $400 contract 


2,001-3,000 $500 
3,001-4,000 $600 


Tin ' National Metal Exchange $250 $50 to 
minimum $250 per 
contract 


Variation Margins. The board of directors of every clearing association 
is given full discretion as to when variation margins shall be called. Calls 
are made generally when from 30 per cent to 50 per cent of the original 
margin has been exhausted. 


All of these are minimum margin requirements. Some 
clearing houses make it discretionary with the board of di- 
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rectors to fix the maximum within the limits prescribed by 
the by-laws. The directors may at any time, upon twenty- 
four hours’ written notice delivered to the offices of tani: 
members, require additional original margins. 

Original margins must be maintained upon a straddle posi- 
tion, but the requirement is less than that fixed for a net 
position. A straddle position is one where a long position 
in one delivery month is balanced by a short position in 
another. 


ADDITIONAL MARGIN REQUIREMENTS AND 
NOTICE OF CHANGE IN ORIGINAL MARGIN 


Notice of 
Additional Margins Change in 
Current Premium Original 
Commodity Clearing Association Month Month Margin 
Cocoa Cocoa Exchange of New See coffee Amountof 24 hrs. 
York premium 
Coffee N. Y. Coffee & Sugar Uptothree Amountof 24 hrs 
Exchange times require- premium 
ment on net 
interest 


Cotton N. Y. Cotton Exchange Up to $2,500 Amountof 24 hrs. 
per contract premium 


Cottonseed N.Y. Produce Exchange Within dis- None None stated 
Oil cretion of the Three days’ 
board customary 
Rubber Rubber Exchange of Upto $600 Amountof 24 hrs. 
New York per contract premium 
Silk National Raw Silk Ex- See Coffee Amount of 24 hrs. 
change f premium 
Sugar N. Y. Coffee & Sugar See Coffee Amount of 24 hrs. 
Exchange ' premium 
Tin National Metal Exch. » See Coffee Amount of 24 hrs, 
premium 


The calculation of these various margin requirements is 
made as follows: A & Co. appear on the books of the Rubber 
Exchange Clearing House as long 300 May contracts of 
rubber and short 300 May contracts. There is no net 
interest and no original margin requirement. If A & Co. 
appeared as long 300 and short 200, there would be a net 
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interest of 100 contracts, which would require a deposit of 
$150 per contract unit, or $15,000. If they were long 200 
May rubber and short 200 contracts for July delivery, their 
position would be a straddle. They are long and short a like 
amount, but for delivery in different months. The straddle 
position totals 400 contracts, which would require a deposit 
of $25 per contract, for contracts long and short, or a total 
of $10,000. 

Variation Margins——As previously stated, each clearing 
member must accompany his report with a deposit of an 
original margin for each contract offered for clearance to the 
clearing house and not offset. In addition to the original 
margins, each clearing member must pay to the clearing 
house on each contract the equivalent of the difference be- 
tween the contract price and the market price if the market 
price shows a loss on his trade. On the other hand, if the 
difference between the contract price and the market price 
reflects a profit on his trade, the clearing member has the 
right to draw upon the clearing house for the profit differ- 
ence. 

Each contract must be adjusted to a settlement price es- 
tablished by the clearing house from day to day. Should 
there be a substantial price fluctuation during the day, the 
by-laws of the clearing house provide that members may be 
called upon to meet variations in the market by certified 
check delivered to the clearing house within one hour after 
the delivery of a call. Should any member default in meet- 
ing a margin call, the clearing house may close out his open 
trades on the floor of the exchange. The method of com- 
puting the margin requirements may be further elucidated by 
returning to A and B, whom we left with their respective 
sale and purchase of 10 contracts of cotton which they had re- 
ported to the clearing house. 

A is now 10 contracts short with the clearing house; B 
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is 10 contracts long with the clearing house. Assuming 
that the minimum original margin requirements are in force 
in the New York Cotton Exchange Clearing House, A would 
be required at the time he files his report to post $3 a bale 
with the clearing house. The Cotton Exchange contract 
is 100 bales. The original margin requirement would be, 
therefore, $300 for each contract, or a total of $3,000. B, 
the buyer of the 10 contracts, is required to post a like amount 
with the clearing house, $3,000. If the price of cotton should 
advance 1 cent per pound, A, the seller, would be required 
in satisfaction of his market variation to post $5,000 with 
the clearing house. There are 50,000 pounds of cotton in 
100 bales; a variation of 1 cent per pound is $500 per con- 
tract. Ten contracts therefore call for $5,000. On the other 
hand, B could draw on the clearing house for $5,000 because 
his position with the clearing house entitles him to a credit 
for that amount; and as the price fluctuates from day to day, 
A and B must in like manner maintain their respective posi- 
tion with the clearing house. 

The report containing a recapitulation of the member’s 
trades and his debit and credit position with the clearing 
house is made up so as to indicate precisely not only his 
contract position with the clearing house, but also his posi- 
tion in respect to original and variation margins. 

This detailed report is made up as follows: one column 
shows the position of the clearing member in each delivery 
month at the close of the previous day. The next column 
is for entry of the total purchases and sales in each month 
for the current day. The column “Carried Over For To- 
morrow” gives the net position of the firm with the clearing 
house for each month. An illustration will make this clearer. 
J. Jones & Co. (see Recapitulation Sheet) at the close of 
Monday are short with the clearing house six contracts of 
March silk. On Tuesday, Jones & Co. sell four contracts and 
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buy thirteen. These entries under “Today’s Trades,” coupled 
with the position at the close of Monday, show six March 
short on Monday, thirteen bought on Tuesday, and four sold. 
Jones & Co.’s net purchases of March silk at the close of 
Tuesday are, therefore, three contracts, and this amount is 
entered under the “long” side of the column “Carried Over 
For To-morrow.” The net position shown in this column 
establishes the amount of original margin required. A 
time certain is fixed when reports must be delivered, and 
the clearing member is subject to fine if his report is delayed. 
The reports of the members are entered in the books of the 
clearing house. The clearing house books always show an 
exact balance between long and short contracts of all mem- 
bers and an exact balance between the amounts due to the 
clearing house and amounts which it holds to the credit 
of members. The individual position of each member—his 
total net interest and his interest in each delivery month— 
is known. The recapitulation sheet reproduced shows the 
position of Jones & Co. in all months, their net position with 
the clearing association, and the calculation of margin 
requirements. 

Guaranty Fund.—It would appear from the foregoing that 
the clearing house has ample protection by original and 
variation margins against any loss. These deposits, however, 
form only one element in an impregnable financial bulwark. 
As was noted in the early part of this chapter, before an 
exchange member may become a clearing member, he must 
contribute to the guaranty fund. The amount required of 
each clearing member on different exchange clearing houses 
is shown in the table on the following page. 

In the aggregate, these funds form a substantial reserve. 
Thus ‘the Rubber Exchange Clearing Association, with 48 
members, has a guaranty fund of $480,000. When the deposit 
has been made, it cannot be withdrawn by the member until 
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Clearance 
fee per 

Guaranty contract Origi- 
Commodity Clearing Association fund 1928 nally 
Cocoa Cocoa Exchange of New York $ 5,000 30¢ 50¢ 
Coffee N. Y. Coffee & Sugar Exchange $15,000 5¢ 20¢ 
Cotton N. Y. Cotton Exchange $15,000 3¢ 10¢ 
Cottonseed Oil N. Y. Produce Exchange $ 1,000 10¢ 
Rubber Rubber Exchange of N. Y. $10,000 20¢ 40¢ 
Silk National Raw Silk Exchange $10,000 30¢ 30¢ 
Sugar N. Y. Coffee & Sugar Exchange $15,000 5¢ 20¢ 
Tin National Metal Exchange $10,000 50¢ 50¢ 


nine months after he ceases to be a clearing member and all 
his fixed and contingent liabilities have been liquidated. 
Throughout the period of his membership, it stands as his 
share in the underwriting of the financial stability and in- 
tegrity of the organization which is assuming and guar- 
anteeing all contracts which it clears. The guaranty fund is 
not lodged with the clearing house, but the deposit of cash 
or government securities is made in an approved bank which 
issues a certificate to evidence the deposit. The cash or 
the bonds cannot be withdrawn for payment or delivery 
either to the clearing house or the clearing member except 
on an order bearing the signature of three of the clearing 
house directors. 

Clearance Fees and the Surplus.—Still another financial 
resource of the clearing house, and one which is continually 
augmented, is the surplus which is accumulated from fees 
charged for clearing each contract. In comparison with the 
services which the clearing house renders, the fees are small; 
but small fees paid on many contracts cleared by all clear- 
ing members every business day of the year amount to im- 
pressive totals.* 

A member of the Cotton Exchange Clearing House pays 


4¥For scales of clearance fees prevailing on different commodity exchange 
clearing houses, see above table. 
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3 cents for each contract which he clears. If he clears 1,000 
contracts in a day, he pays the clearing house $30 for the 
service. Other clearing members are paying various other 
amounts the same day on other trades. The surplus fund 
stands as a financial guaranty, but it has never been neces- 
sary in the history of any clearing house to draw upon it; 
consequently, in time the income from the surplus fund may 
become sufficient to meet the major part of the operating 
expenses, a factor which in itself operates to keep the clear- 
ance fee at a nominal figure. This is the reason for the com- 
paratively smaller fees of the older clearing associations. 

Careful Provision Against Loss.—Clearing house by-laws 
and rules prescribe the procedure in case recourse to the 
guaranty fund and the surplus should ever be necessary. If 
any deposit in the guaranty fund should be lost by failure of 
a depository bank or by defalcation, the fund must be re- 
stored by transfer of enough of the surplus to make up the 
deficiency. In the event of a default by a member on his 
contracts, the clearing house must close out all his contracts 
in six trading hours. 

If the contracts of a failed member are closed out and a 
loss is sustained by the clearing house, recourse is had first 
to the member’s original margin, then to his guaranty fund. 
If these are insufficient to make good the loss, the surplus 
fund is applied to such extent as the board of directors may 
determine. If the loss is so great as to exhaust the surplus, 
the guaranty fund stands as a second reserve. If the guar- 
anty fund is drawn upon to make good losses caused by a 
default, it is immediately restored by assessment upon all 
clearing members. This assessment is levied on the equitable 
principle that those who have benefited most from the clear- 
ing house shall contribute most, when the failure of a co- 
member draws thus heavily upon its resources. The total 
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clearings for a specified number of months are taken; the 
total clearings of each member for this same period are 
taken. The member’s share of the assessment will be in the 
same ratio that his cleared contracts bear to the total clear- 
ings. Thus a firm whose clearances for the period were equal 
to 10 per cent of all clearings would bear 10 per cent of the 
assessment. 

Security of the Clearing House.—These elaborate safe- 
guards indicate sufficiently the impregnable financial strength 
of the clearing house. The financial resources in the guar- 
anty fund and the constantly growing surplus are strong; 
the right to call for margin deposits is the greatest possible 
insurance against drastic losses. With these elements of 
strength, it is not remarkable that no loss has ever occurred 
where recourse to the guaranty fund or surplus has been 
necessary. Failures of members have occurred from time to 
time, but the original margins on deposit have invariably 
been sufficient to absorb market differences and protect the 
clearing house against loss. Nor is the financial solidity of 
benefit merely to the clearing house as an institution. With 
the safeguards it provides, it is not only impossible for the 
clearing house to lose, but no clearing member can suffer loss 
through default on the part of any other member. 

An Efficient Medium of Delivery.—Having now described 
the organization, the clearing of contracts, and the financial 
strength of the clearing house, we will turn to its service in 
facilitating deliveries. In the course of a trading day in 
November, a broker on the National Raw Silk Exchange sells 
5 contracts ® of raw silk for delivery in May. During all of 
the months that follow, the seller does not offset his contract 
by a purchase, and May arrives with the seller bound to 


5 One contract calls for the delivery of 650 pounds; 5 contracts therefore 
call for 3,250 pounds. 
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deliver 3,250 pounds of Japanese raw silk. The seller has 
the option of making delivery at any time during the month. 
On May 5 he elects to deliver and he issues five transferable 
notices, one for each contract sold. These transferable 
notices are in this form: 


Transferable Notice 


New York 19 
(10:29 o’clock) 
To 
Makeonotice that” OM s.cts ae os os s/ccsleie le wieiele eisupielg craic enres eiste sracrerreee 


shall deliver you 5 bales of Japanese Ray Silk (about 650 pounds) in 
accordance with the terms of our contract sale to you. 

We pledge ourselves to deliver on the day specified for delivery, to the 
last holder hereof, a warehouse receipt or receipts, together with a certifi- 
cate or certificates of grade or a validated notice of grade (as provided 
in Section 74 of the By-Laws), upon written notice of the holding of this 
notice, given to us by the last holder thereof before four o’clock P. M. 
on the next full business day following the day on which this notice is 
issued. 

This notice is to be delivered to us simultaneously with our delivery 
of the warehouse receipt or receipts to the holder thereof. 

Signed (L. Bros.) 


Conditions 


Each of the acceptors agrees that the last acceptor hereof will before 
4 P. M. on the day of give written 
notice of the holding of this notice to (L. Bros.) and on the 
day of receive from (L. Bros.) a warehouse receipt or 
receipts, together with a certificate or certificates of grade, or a validated 
notice of grade (as provided in Section 74 of the By-Laws), for 5 bales 
of Raw Silk and pay them at the transferable notice price, i.e..........- 
Soler ste dollars..................cents per pound therefor, with additions 
or deductions as provided for in Rule 10, settling with them on the basis 
of Grade D, with allowances for variation in grade in accordance with 
the quotations established on the fourth business day prior to the date of 
delivery. It is further agreed that each acceptor hereof shall continue 
his (or their) liability to each other for the fulfillment of the contract 


°For forms of the futures contract, see Chapter I. 
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until this notice shall have been returned to (L. Bros.) and a warehouse 
receipt or receipts for the Raw Silk to be delivered, received by the last 
acceptor hereof from (L. Bros.) at which time all responsibilities of 
intermediate parties shall cease. 

Signed (H. Bros. & Co.) 


Form of Transfer 


New York, 19 
Time Received Accepted By Transferred To 


(11.37 A. M.) (H. Bros. & Co.) | (G. & Co.) 


The five separate notices are required because no notice 
can be issued to cover more than one contract. The clear- 
ing house is the recipient of the transferable notice. The 
delivery day which is filled in will be the third business 
day succeeding the date of the notice; that is, if the notice 
were issued on a Monday, the silk would be deliverable on 
Thursday, unless a holiday intervened. If it were issued 
on Friday, the silk would be deliverable on the following 
Tuesday. 

The transferable notice price is the settlement price estab- 
lished by the clearing house at the end of each day. The 
price established for the last business day preceding May 5 
would be the one inserted in this notice. 

When the transferable notices are delivered to the clear- 
ing house, it ascertains from its books the names of those 
clearing members who are long of silk and distributes the 
notices among those clearing members who are long of May 
silk. A clearing member who does not intend to take deliv- 
ery of the silk, will, as soon as the transferable notice is 
received, sell a May contract on the floor of the exchange and 
will immediately deliver the transferable notice to the buyer. 
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Each person to whom the notice is passed by sale has one- 
half hour in which to sell it. The silk is in the warehouse 
ready for delivery, and the time limitation is designed to 
bring the contract as soon as possible into the hands of a 
buyer who wants the silk. On the form of notice which has 
been given, it will be observed that there is space for en- 
dorsement and a column for noting the time when the notice 
was received. Each seller endorses the notice as he passes 
it on. If it remains in the hands of any party for longer 
than half an hour, he automatically becomes the acceptor 
of the delivery. The notice may circulate for not more than 
one day. It reaches finally a buyer who desires delivery. 
He is said to “stop the notice.” Until final payment and 
delivery of the warehouse receipt, both buyer and seller 
must maintain their margin position in the clearing house. 

Adjustments are made between buyer and seller in ac- 
cordance with the grade of silk which is in the warehouse.’ 
When payment has been received by the seller and he has 
delivered the warehouse receipt to the buyer, the contract is 
closed. 

Contrast the simplicity of this procedure with the former 
roundabout method. Before formation of the clearing asso- 
ciation, let us say A, an importer of coffee, sold five con- 
tracts against an importation already arranged for. He 
contemplated actual delivery. -B, the buyer, in turn sold 
to C and so on, with fifteen other in-between parties, until R, 
a firm which desired delivery, was reached. The in-between 
parties’ differences, debits or credits, would not be settled 
until the month of delivery arrived and a transferable notice 
was endorsed against the purchase and sale. In other words, 


* Contracts are in terms of a basis grade of the commodity; but delivery 
of other grades is permitted with differences allowed to compensate for the 
variation in the quality of the goods from the standard grade. On the Silk 
Exchange contract referred to in the illustration, nine grades, in addition 
to the basis grade, known as grade D, may be delivered. 
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the only means of liquidating the contracts involved was 
by receipt of transferable notice and subsequent billing by 
in-between parties based on the transferable notice price. 

The old method of settlement between parties, when deliv- 
ery was made, is illustrated as follows: A, an importer of 
coffee, sells five contracts to B at a price of 15 cents; B, the 
“in-between” party, sells five contracts to C at 12 cents, C 
intending to take delivery. When A issues his transferable 
notices, the settlement price established by the exchange is 
14 cents. C “stops” the notice. The exchange rules pro- 
vided that the “Stopper” shall pay the “Issuer” at the trans- 
ferable notice price, i.e., in this case, 14 cents. The exchange 
rules further provided that any difference between the con- 
tract price and the transferable notice price shall be settled 
on the day following delivery. 

Accordingly, A would collect from C 14 cents a pound 
on the day of delivery, and from B 1 cent a pound on the 
day following delivery. C in turn, having paid A 14 cents 
per pound, would collect 2 cents per pound from B on the 
day following delivery. B, by his payment of 1 cent to A 
and 2 cents to C, would have covered his loss in the trans- 
action of 3 cents per pound. 

The rules regarding delivery are strict. If the transferable 
notice is not issued before the last notice day in the month, 
not only will the seller be in default, but he will be liable 
for the damages suffered by the purchaser, in addition to 
a monetary penalty; and if his default should be willful, he 
may be expelled from both the exchange and the clearing 
house. 

Limitation of Interest.—A rule is usually found in every 
clearing association limiting the net interest of a clearing 
member, his interest in any one month, and his straddle 
interest. Thus the net interest of a member of the New 
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York Cotton Exchange Clearing Association is limited to 
4,000 contracts, while his interest in any month may not 
exceed 5,000 contracts. This affords a further safeguard 
against losses caused by squeezes, which might be large in 
extent if there were no such limitation. There is no limi- 
tation of interest on the grain exchanges. 

The following table shows the limitation of interest in 
various clearing associations: ~ 


LIMITS OF INTEREST 
PERMITTED MEMBERS BY CLEARING ASSOCIATIONS 


Number of contracts 
Net Any one  Straddle 


Commodity Exchange interest month interest 
Cocoa Cocoa Exchange of N. Y. 1,500 1,500 2,500 
Coffee N. Y. Coffee & Sugar 2,500 2,500 4,000 
Cotton N. Y. Cotton Exchange 4,000 5,000 4,000 
Cottonseed Oil N. Y. Produce Exchange None None None 
Rubber Rubber Exchange of N. Y. 3,000 2,000 3,000 
Silk National Raw Silk Exchange 2,000 2,000 3,000 
Sugar N. Y. Coffee & Sugar 4,000 1,500 4,000 
Tin National Metal Exchange 2,500 2,500 4,000 


Confidential Relationship of the Clearing House and 
Members.—The strictest confidence is maintained between 
the clearing house and its members. The clearing house man- 
ager alone knows the individual position of each member. 
In referring to the position of the secretary-treasurer and 
assistant treasurer of the New York Cotton Exchange Clear- 
ing Association, it has been said: 


Into the possession of these officers there comes daily from each member 
of the New York Cotton Exchange, belonging to the Clearing Association, 
a complete report of his position in futures. The responsibility for 
strict regard for the confidence thus imposed rests jointly with these two 
officers. Though control of the policies of the clearing association and the 
decisions as to changes in the amount of original margin deposits required 
are entirely affairs of the board of directors of the clearing association, 
neither the president nor the directors have any authority to require or 
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receive from the Secretary-Treasurer or the Assistant Treasurer any in- 
formation concerning the market standing of any member clearing through 
the association.§ 


Summary.—The advantages of the modern clearing houses 
may be summarized from the standpoint of their convenience 
to the clearing member. By the process of daily report, clear- 
ance, and settlement, each member (1) reduces the number 
of contracts on which he must maintain margins; (2) clears 
his contracts in each day of every month, leaving him only 
buyer or seller of the net amount which is not offset; (3) 
brings all his contracts up to the market daily, and (4) sub- 
stitutes the clearing house as a buyer on every contract 
which he has sold and as a seller of every contract he has 
bought. The clearing house effects a saving in clerical labor, 
a Saving in the use of credit, and a simplification of contract 
relations. Not only are the members’ contracts cleared, but 
they are guaranteed, and the guarantee is fortified so strongly 
that the daily margin deposits have proven sufficient to 
absorb every loss ever shown by a contract which has been 
closed out, while in more than one case the clearing house has 
turned over a surplus to the trustees of a failed member’s 
estate. The mode of trading on the floor of the exchange 
and the clearing of contracts have now been described. In 
the following chapter we shall take a typical transaction 
from the time the order is placed with the broker until the 
contract is finally closed in the clearing house. 


®*The Cotton Trade, Senate Document No. 100, 68th Congress, Ist Ses- 
sion, Part 1, p. 119) 


Chapter IV 


FOLLOWING A TYPICAL TRANSACTION ON THE EX- 
CHANGE 


WE WILL now trace a few orders from the time they are 
given, to the time, perhaps months hence, when the trans- 
action is closed. It is impossible to take as typical the prog- 
ress of any one single order, for the disposition of transactions 
varies with the purposes which have dictated the purchase or 
sale. The transaction may be initiated by a speculator who 
neither owns the commodity nor has any intention of ever 
owning it; it may be a purchase or a sale made by a mer- 
chant as a protection against the risk of price fluctuations, 
commonly called a hedge; or, again, it may be a transaction 
initiated by a trader on the floor of the exchange and closed 
out before the end of the day. It will lead to a clearer under- 
standing of the functioning of an exchange if we follow in 
detail different types of orders, proceeding from buyers or 
sellers whose motives in trading are of widely different. char- 
acter. 

The Course of a Speculative Transaction.—Brown is a 
business man who speculates occasionally in commodities. 
He has been following for some time the course of the market 
in crude rubber. He has made some investigation of the 
demand and supply situation. He has kept in touch with 
price fluctuations and has estimated the general trend of 
prices. He believes that crude rubber will sell lower. If his 
judgment is sound, he can make a profit by selling a distant 
future at present prices and later buying this same future at 
a lower price. The first part of this transaction is known as 
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a “short” sale. He is a customer of Latex & Co., one of the 
many large commission houses who are members of the New 
York Stock Exchange, the New York Cotton Exchange, the 
Rubber Exchange, the Silk Exchange, the Chicago Board of 
Trade, and all of the other leading commodity exchanges. 

It is now January 2. Brown picks up his telephone and 
calls Latex & Co. A customer’s man receives the call, and 
Brown tells him to sell 10 contracts of May rubber for his 
account “at the market.” Brown knows this order will be 
executed immediately. He has previously considered the use 
of a limited order but decided that the market was not active 
enough to make this desirable. His order, as given, is prac- 
tically one to sell at the market; had he used a limited order, 
he would have named a price at or above which the sale 
must be made. 

Brown’s order is entered on a selling ticket in the office of 
Latex & Co., a number and the time of its receipt stamped 
upon it. The use of numbers instead of names saves time 
and aids in preventing mistakes in the transmission of orders 
to the exchange. Spreading out from the main office, direct 
wires connect Latex & Co. with all the exchanges of which 
they are members. The customer’s man telephones to the 
Rubber Exchange. Around the floor of the exchange are 
rows of telephone booths which are leased to members. An 
attendant of Latex & Co. is standing at their booth, and 
when the telephone bell rings, he takes down the order to 
sell 10 May rubber. Brown’s name is not mentioned—he has 
become a number. The floor broker knows only that he has 
a selling order; he does not know for what customer’s account 
it is to be executed. As soon as the clerk has taken the order, 
he rushes across the exchange floor to the place in the ring 
where Latex, Jr., the firm’s floor broker, stands. He gives 
the written order to Latex, Jr. At the ring, brokers are cry- 
ing their bids and offers of rubber for various delivery 
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months. Latex, Jr., listens for a bid for May rubber. As 
the activity for the time being is centered in other months, 
and he hears no bids for May, he glances up at the black- 
board which extends across one wall of the exchange floor. 
This blackboard is divided into twelve columns in which the 
prices of the day’s transactions are recorded. At the head 
of each column is the name of one of the calendar months. 
As each transaction is made at the ring, the price and the 
number of contracts sold are indicated under the month 
traded in. Attendants, with telephone headpieces and ear- 
phones so attached that they can walk back and forth on a 
bridge in front of the blackboard, receive the price and num- 
ber of lots as fast as trades are reported from the ring. Latex, 
Jr., looks at the column headed May to find out the price at 
which the last May sale was made, in order to ascertain at 
what price to make his present offer to sell. He then offers 
“Ten May” at 40.20. His offer is countered by a bid of 40.10 
from across the ring. But Latex Jr. continues to call out his 
offer, hoping to make his sale at 40.20 and so to obtain the 
highest possible price for his customer. Having instructions 
to sell at the market, however, and receiving no bid at 40.20, 
he finally sells the ten lots at 40.10. The exchange rules pro- 
vide that every offer to buy or sell must be closed with the 
broker who first accepts all or any part of it. No offers 
of “all or none” are permitted. If Latex Jr.’s offer had been 
accepted simultaneously by several brokers, the question of 
priority would probably have been settled among the brokers 
themselves. The floor committee is empowered to rule on 
the question of precedence when brokers are unable to reach 
an amicable agreement. 

Latex Jr.’s sale was made to a broker representing Hevea 
& Co., another exchange firm. Latex Jr. carries cards printed 
and ruled in red on one side, and in black on the other. Each 
sale made on the floor is noted on the side ruled in red, and 
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“each purchase on the side printed and ruled in black. One 
of these cards is reproduced below. The reverse is exactly 
the same, except that at the top of the card before the date 
line, the word “bought” appears instead of the word “sold” 
and the column for recording the name of the other broker 
is headed “from” instead of “to.” 


Latex & Co. Hevea & Co. 


THE RUBBER EXCHANGE OF NEW YORK, INe THE RUBBER EXCHANGE OF NEW YORK, Inc, 


sorp_D\rnnu 2 __192 BOUGHT \auu. ang 219207 
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On the side printed in red, Latex Jr. notes “Hevea, 10, 
May, 40.10.” Across the ring the broker of Hevea & Co., has 
noted on the side of his card printed in black, “Latex, 10, 
May, 40.10.” Later Latex Jr. and Hevea & Co.’s broker will 
compare their cards to make sure that their notations as to 
lot, price, and month are in accord. Now Latex Jr., having 
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made the sale, instructs the attendant at the telephone booth 
to report to his office the price at which the sale was made. 
The attendant calls up Latex & Co. and reports the partic- 
ulars to them, and Latex & Co. immediately notify Brown 
by telephone that they have sold 10 lots of May at 40.10. 
All of this has required much less time than is required to 
describe it—normally 30 to 40 seconds. 

What Brown Sold.—When Brown receives notification 
that his sale has been made, he knows that he is under con- 
tract to deliver to a purchaser whom he does not know, and 
probably never will know, 56,000 pounds of rubber some 
time in the month of May. One contract calls for the delivery 
of 5,600 pounds, and he has sold 10 contracts. Every ex- 
change has a standard unit in terms of which all transactions 
are made.* 

Confirming the Sale.—Trading continues at the ring of the 
Rubber Exchange until the gong sounds at three o’clock. 
Then tables are brought out on the floor, and Latex Jr. joins 
the group of brokers who sit down to exchange contract slips 
confirming the trades of the day. One of these slips is filled 
in as follows with the particulars of Brown’s sale: 


New York, January 2. 
BREWIN Lireransrctca:ae weed «lest arete rae Soaks Latex & C0. Jv. .s-cak ot cane eee 
SW LUEUErshs prerse eistcelo Asc etsnee ee ere Hevea “Con hie vaca ees secre 
Subject to the Rules and By-Laws of the Rubber Exchange 
of New York, Ince. 


Number of Contracts of Rubber Delivery in Price. 
10 May 40.10 
LATEX & CO. 


J. B. Latex Jr., Atty. 


* For trading units on commodity exchanges, see Chapter I. 
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He hands this slip to Hevea & Co.’s broker and receives a 
similar slip from him. When these slips have been signed, 
they constitute a binding contract for the sale of 56,000 
pounds of rubber by Latex & Co. to Hevea & Co. at the price 
named, to be delivered in the month of May. 

Clearing the Trade.—Latex Jr., goes back to his office car- 
rying these slips, among them the one signed by Hevea & 
Co.’s broker. Latex & Co.’s daily report to the clearing house 
is made up from these slips, as described in Chapter III; and 
the report, as soon as it is completed, is sent over to the 
clearing house. Hevea & Co. in the meanwhile have been 
likewise engaged in making out their report. The messengers 
of these two firms who take the reports to the clearing house 
carry checks for $2,000, the original margin requirement on 
purchase and on sale. Reports and checks having been deliv- 
ered to the Clearing House, Latex & Co. and Hevea & Co. 
no longer have any dealings with each other on Brown’s sale, 
although Brown remains a customer of Latex & Co. The 
Clearing House is substituted in place of Hevea & Co. as the 
purchaser of Brown’s 10 May rubber, and in the place of 
Latex & Co. as the seller of Brown’s 10 May rubber. 

Brown’s Margin with Latex & Co.—Brown is an old cus- 
tomer of Latex & Co. He has $4,000 on deposit with them, 
enough to take care of the margin requirement and to cover 
small fluctuations in price. Brown has already been notified 
by telephone of the execution of his order, but a written con- 
firmation will be placed in the mails before Latex & Co.’s 
office closes for the day. This confirmation notice recites the 
number of contracts sold or bought for the customer’s ac- 
count, the delivery month and the price at which the order 
was executed. It is in the following form. 
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Latex & Co. 
90 Exchange St. 
New York City 
January 2, 1928. 

Mr. Robert Brown 
94 Pine Place 
New York City 
Sir: 

We have today sold for your account on the floor of the Rubber 
Exchange of New York, Inc., in accordance with the By-Laws and Rules 
of the Exchange and amendment thereto: 

QUANTITY: Ten (10) Contracts—(56000 pounds) for delivery 
during the month of May 1928 @ 40.10¢ per pound. 
Yours very truly, 
LATEX & CO. 

Commissions.—For executing Brown’s order, Latex & Co. 
receive a commission of $75, the minimum commission on the 
Rubber Exchange being $7.50 for the sale or purchase of one 
contract of rubber. Brown has sold ten contracts. If he 
were a member of the exchange, the commission charged by 
Latex & Co. would be half of the above amount—$3.75 per 
contract, or $37.50 in all.? 

Brown follows the course of rubber prices daily in the news- 
papers and he is an interested reader of statistical matter and 
news which has a bearing upon prices. Will the course of 
prices follow his anticipation? As the weeks go by, he 
finds that it does not. Instead of going down, the price of 
May rubber advances. By February 1, a month after he 
made his sale, the price is up to 41.10. At this stage of the 
transaction, Brown has a paper loss of 1 cent a pound on his 
sale, and if he were to close his trade by a corresponding pur- 
chase, he would actually sustain this loss. Since he has sold 
10 contracts, or 56,000 pounds, his paper loss amounts to 
$560. 


? For the commission law, see supra, Chapter II, Note 3. For commission 
rates on commodity exchanges see Appendix B. 
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Variation Margins.—The price of May rubber having ad- 
vanced 1 cent a pound, Latex & Co. have paid to the clear- 
ing house $560, As Latex & Co. pay this $560 to the clearing 
house, it is credited to the account of Hevea & Co., subject 
to their draft. 

Switching.—No further price change of any moment 
occurs. Before the month of May arrives, Latex & Co. send 
Brown a notice reminding him that he has until May 25 
(the last delivery day for May rubber) to do one of two 
things—either to cover his contract by a purchase of 10 May 
or else to fulfill it by the delivery of 56,000 pounds of rubber 
of a grade tenderable on the exchange contract. Brown 
decides to cover his May contract. Nevertheless, despite the 
fact that the price of rubber has advanced 1 cent a pound 
since his sale, he is not yet convinced that his judgment of 
the longer-term trend of prices was wrong. He decides to 
get out of his unprofitable transaction, but to remain short 
10 contracts of rubber. Accordingly, he directs Latex & Co. 
to buy 10 May rubber at the market, and to sell 10 October 
at the market. His purchase of the 10 May offsets the sale 
which he made in January and leaves him with no obligation 
to deliver rubber (he has sold 10 contracts and bought 10 con- 
tracts), but with a loss of $560. The May contract is covered 
at 41.10, and a new transaction is entered into by the sale of 
10 October at 41.90. Brown has simply switched his position 
from one month to a more distant position. 

Brown’s Trade Closed.—Before October arrives Brown’s 
judgment is vindicated. The price of October rubber has 
declined to 36.10 cents a pound. Brown now has a profit 
of 5.8 cents a pound, amounting to $3,248, on his sale 
of October rubber. Deducting the $560 which he lost on the 
sale of May rubber, he still has a net profit of $2,688, less com- 
missions to Latex & Co. for the purchase and sale of the two 
lots. Brown now instructs Latex & Co. to buy 10 October. 
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The order follows the same course that his original selling 
order pursued, and when the confirmation notice of Latex 
& Co. reaches him, his trade is closed. 

A Protective Sale.—Differing widely in type of transaction 
is the sale of Mr. Black, a merchant who deals in crude rub- 
ber. As the primary markets are abroad, Black is in con- 
stant touch with merchants in Singapore and Colombo. On 
April 1 he is in receipt of offers to sell rubber for April ship- 
ment from the exporters with whom he deals and he accepts 
50 tons of crude rubber offered by a merchant in Singapore 
at a price of 38 cents a pound, ec. i. f. New York for April 
shipment from Singapore. The Singapore merchant will 
prepare immediately to ship, and the rubber will be en route 
by the middle of April. Being a merchant and not a specu- 
lator, Black wishes to make certain that he will not lose 
money if the price of rubber declines below 38 cents. His 
shipment may arrive in June. He cannot deliver the physi- 
cal rubber immediately, but he can sell a contract on the ex- 
change to deliver rubber in June. He decides to do so and 
on April 1 he instructs Latex & Co. to make the sale. They 
execute his order at a price of 39 on the exchange floor. The 
difference between the c. i. f. price and the price of the future 
is represented by interest charges and other expenses. Black 
has now bought his rubber at 38 cents and sold it on the 
exchange for delivery in June at 39 cents a pound. By the 
time June 1 arrives, the price of rubber for immediate 
delivery has declined to 37 cents a pound. 

If it were not for his sale on the exchange, Black would be 
compelled to find a purchaser for his rubber. But he has 
no such problem. When he sold the 20 June futures he had 
procured a purchaser of his physical rubber. It is now only 
necessary for him to make delivery in accordance with his 
contract. Black has avoided a loss in a declining market 
through his protective sale. He has been enabled to buy the 
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rubber, when, without means of protection, he might have 
deemed it unsafe to purchase. When his shipment arrives, 
it is sampled, inspected, and weighed. If the rubber in the 
shipment is of a grade tenderable on an exchange contract, 
he instructs Latex & Co. to issue transferable notices. He 
has sold 20 contracts, a contract being 214 long tons, and his 
purchase abroad was 50 tons. Latex & Co. accordingly issue 
twenty transferable notices to the clearing house, one for 
each contract. The clearing house notes that Hevea & Co. 
are among the many clearing members who are long on June 
rubber; accordingly the transferable notices are sent to them. 
The transferable notices are similar in form and substance 
to the National Raw Silk Exchange transferable notice re- 
produced in Chapter III. 

Hevea & Co. have one-half hour in which to decide what 
to do with the transferable notices. If they wish the physi- 
cal rubber, they will “stop,” that is, they will retain the 
notices and accept delivery. Having no instructions from 
any of their customers to accept delivery of rubber, the 
notices are sent immediately to the exchange where their 
floor broker sells them in the ring precisely as he would 
sell a June contract. Each succeeding transferee into whose 
hands the notices come has this same time limit of one-half 
hour for disposing of them. The time of transfer and the en- 
dorsement of each house are placed on the notice in the space 
provided for that purpose. The notices finally come into the 
hands of a broker acting for a purchaser who wishes delivery. 
The notices are then stopped. The delivery day on a trans- 
ferable notice for rubber is the fourth business day succeed- 
ing the date of the notices. Both Latex & Co. and the buyer 
will maintain their positions with the clearing house, 2.e., they 
will adjust margins to the transferable notice price based 
on the settlement price established by the clearing house at 
the end of each day. They will do this until payment has 
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been made. When the buyer gives Black his check and re- 
ceives the delivery documents, both will notify the clearing 
house. The contract then is closed. 

The Central Market Place ——In these few transactions the 
work of the exchange as a great market place has been illus- 
trated. The exchange itself has been likened to a telephone 
switchboard and the trading ring to the board’s mechanism. 
The sale of Brown, the speculator, may find a buyer in the 
manufacturer who wishes to make sure of rubber at the 
price on which he had based his estimate for manufactured 
goods. Black, the merchant who sells to protect himself 
against the risk of price change while his rubber is en route 
from Singapore, may have his offering taken up by a floor 
speculator who sells the contract again before the day’s trad- 
ing closes. The commercial needs of merchant and manu- 

*” facturer, the judgment of speculators, the shrewd buying and 
selling of floor traders, all contribute to make the market. 
Enough has been shown to indicate the impossibility of label- 
ing a trade as wholly speculative or wholly commercial, unless 
one knows every step through which it passes. The specula- 
tor may be the maker of the market which the merchant 
needs, and the merchant in turn be the buyer of the specula- 
tor’s offering. 


Chapter V 
HEDGING 


In pays when commodities passed quickly from producer to 
dealer and from merchant to consumer, relatively little risk 
of price change was involved. Expansion in the volume of 
dealing in wheat, cotton, coffee, and other commodities, and 
more than expansion, the tendency to extend time dealings, 
introduced an element of hazard which has already been 
referred to in describing the growth of the futures contract. 
This hazard was instrumental in bringing about the forma- 
tion of organized commodity exchanges. It was to minimize 
these price hazards and to guard against wide fluctuations 
of prices in time dealings that the modern form of the 
futures contract was evolved. There is no more potent in- 
fluence for price insurance for producers, dealers, and manu- 
facturers—and the use of the futures contract for hedging 
represents the highest development of the machinery of the 
organized exchanges of today. 

Risks of Dealer and Manufacturer.—It is only necessary 
to take at random familiar experiences in any commodity 
trade to find in them a wealth of illustration of risks of price 
changes which are inherent in these transactions. A cotton 
merchant in a Southern port receives an order from a spinner 
abroad for cotton of a specified grade and staple. The order 
specifies 1 inch staple; the grade, strict middling. The 
exchange basis grade is middling; strict middling is one grade 
higher than middling and sells “on” the price of middling. 
The United States Cotton Futures Act prohibits the delivery 
on an exchange contract of cotton. which has less than a 
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7% inch staple. From the price prevailing for middling % 
inch cotton, the merchant estimates the price of strict mid- 
dling inch cotton at 214 cents per pound higher, adding 
freight and carrying charges and including his commission 
of 1 per cent. The merchant then agrees to sell cotton of 
the grade and staple wanted for delivery in December. 
The contract is made in the late spring or early summer at 
a time when the crop has not yet been harvested, and pos- 
sibly at a time when some of it may not have been planted. 

The risk to which this merchant has exposed himself by 
thus entering on an unqualified contract is sufficient under 
adverse circumstances to cause him heavy loss. He expects 
to earn a commission of 1 per cent on this sale. This is his 
livelihood, and his primary concern in business is the earn- 
ing of these commissions. Yet if the price of cotton were 
to advance, say, 5 cents a pound between the time when 
he made his contract with the foreign spinner and the time 
when he must enter the market to buy the cotton for ship- 
ment, not only would his anticipated profit be wiped out, 
but he would suffer ruinous losses. 

A country grain elevator operator buys 5,000 bushels of 
number 1 Northern wheat at a price of $1 per bushel. 
The price is based on the prevailing price in the terminal 
market. A week or more passes before the grain is shipped 
to the terminal market for sale. In that short time the price 
may have declined below the figure which the elevator paid 
to the farmer. The elevator is primarily interested in mak- 
ing a merchandising profit, yet the possibility of price fluctu- 
ation has subjected it to a speculative risk. 

The flour miller contracts in midsummer to deliver 5,000 
barrels of flour in the late fall at a price based upon prevail- 
ing prices for wheat. The price quoted is sufficient to cover 
costs and insure a milling profit. The month of October 
arrives and the miller, by reason of an advance in the price 
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of wheat, is compelled to pay 2 cents per bushel more than 
the price on which he made his estimate when he con- 
tracted to mill the flour. He will require approximately 
25,000 bushels of wheat to make 5,000 barrels of flour. The 
advance in wheat prices has cost him $500. 

Eliminating the Risk.—If merchants, millers, spinners, and 
manufacturers were compelled to face such hazards without 
any means of protection, many fields of enterprise would 
be left in the hands of speculators of iron nerve and tre- 
mendous financial resources. While the examples mentioned 
above differ in particular, the transactions are alike in kind. 
Each is a business transaction entered into by a merchant 
or manufacturer in the ordinary course of his business with 
the object of making his commission or his manufacturing 
profit. There are, of course, various ways in which the risk 
of price change might be minimized or eliminated. Taking 
the case of the Southern cotton merchant, it is apparent that 
there are three ways in which he could escape his risk: (1) 
as soon as he made his contract, he could buy spot cotton, 
(2) he could go out and buy the particular grade he needs 
for forward delivery, or (3) if he could not obtain the spe- 
cific grade immediately, he could buy cotton of various 
grades, store it, and in the course of time obtain his specific 
grade of strict middling 1 inch cotton and sell or exchange 
his stored cotton which is not of the grade he desires. 

None of these methods is calculated to appeal to a busi- 
ness man. To buy the cotton immediately would be unde- 
sirable because it would, tie up his capital from late spring 
until the time for shipment. Interest on the “frozen” cap- 
ital and carrying charges on the stored cotton would eat 
away his commission. It would be equally unsatisfactory 
for him to attempt to buy the specific grade, for he might 
have difficulty in finding cotton of the grade, staple, and 
amount desired, and the time consumed in prosecuting the 
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search for it would also eat into his merchandising com- 
mission. The second method, it is true, is open to none of 
these objections so far as the merchant is concerned, but it 
does not eliminate the risk of price fluctuation from the 
transaction; the risk is merely passed on to the person who 
contracted to make the forward delivery, and he would be 
faced with the same problem which confronted the cotton 
merchant. 

The cotton merchant is not compelled to resort to any of 
the methods mentioned above, yet he will obtain protection 
against the risk of price fluctuation, a protection so eminently 
satisfactory in result that it has frequently been termed 
“price insurance.” The merchant will hedge his contract to 
sell. 

Operation of the Hedge.—A hedge is “a sale or purchase 
of a contract for future delivery against a previous purchase 
or sale of an equal quantity of the same commodity or an 
equivalent quantity of another commodity that has a paral- 
lel price movement, and where it is expected that the trans- 
action in the contract market will be canceled by an offset 
transaction at the time the contemplated spot transaction 
is completed and before the future contract matures.”? The 
hedge, then, entails the use of the futures contract on a 
commodity exchange as a means of offsetting the trade 
transaction. 

It may be helpful to trace a typical hedging transaction. 
A flour miller makes a contract in July to deliver 5,000 bar- 
rels of flour in December. His contract is in reality a short 
sale of flour. He will need the wheat in November. At the 
time he makes the contract for the sale of the flour, he buys 
5 December futures contracts through a commission house 
which is a member of the Chicago Board of Trade or the 


* Alonzo B. Cox, Cotton Prices and Markets, U. S. Dept. of Agriculture 
Bulletin No. 1444, p. 27. 
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Minneapolis Chamber of Commerce. In the interval be- 
tween the time when the contract for the sale of the flour is 
made and November when he will need the wheat to manu- 
facture the flour, the price of wheat rises 2 cents a bushel. 
When November is at hand, he purchases wheat of the 
quality and grade he desires. He loses 2 cents a bushel by 
reason of the advance in the price of wheat during the inter- 
vening four months; but at the time he obtains his wheat, 
he closes out his hedge transaction by selling the December 
future. He has made a profit of 2 cents per bushel on his 
exchange transaction. This profit balances his loss on the 
purchase of the cash wheat and insures him his milling profit 
on the manufacture and sale of the flour at a small cost of 
14, of a cent per bushel for commissions. 

The hedge is employed in like manner by those who buy 
commodities in order to protect themselves against a fall 
in the price. The elevator which buys 5,000 bushels of 
wheat: will protect itself by selling a future contract for 
a like amount; then if the price of wheat declines, while 
there will be a loss on the sale of the wheat which goes to 
the terminal market, there will be a corresponding profit 
when the hedged transaction is closed by an offsetting pur- 
chase. In the words of Dr. Emery: 

He has made two equal and opposite transactions, and if the price 
moves either way he loses on one and gains on the other. In this way 
he makes himself largely independent of speculative fluctuations.” 

Object of the Hedge.—The whole purpose of hedging 
transactions is to remove risk or to minimize risk. It is 
this purpose which has caused the hedge to be likened to 
insurance. Business men are careful to insure against such 
casualties as fire, employers’ liability, explosion, and other 
contingencies which, while possibly remote, contain the pos- 


2 Henry Crosby Emery, Speculation on the Stock and Produce Exchanges 
of the United States, p. 160. 
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sibility of great loss to anyone who suffers the casualty. The 
risk inherent in price change is a less remote and sometimes 
more devastating risk than any of those properly defined as 
casualties. The profits of both dealer and manufacturer are 
affected by price changes in two markets. The dealer buys 
from the producer, and the manufacturer buys from the 
dealer; both are purchasing in producers’ markets, and both 
are selling in consumers’ markets. 

The trader is primarily concerned with getting a profit from differences 
of price in different markets. He buys in the producer’s market and 
sells in the consumer’s. In a sense the same is true of the manufacturer. 
He buys material and labor, and attempts to sell his product for some- 
thing more than the cost of production. This difference between markets 
is constant and normal, and constitutes the reward for the services of the 
middleman and manufacturer. To insure such normal profits, their desire 
is to escape the risks of fluctuation within the same market.? 

The hedge is used to insure dealer or manufacturer against 
loss due to price changes in commodities. Its purpose is to 
insure his profit or commission, it being always an integral 
part of the business transaction in which it is employed. 
Its object is not to return a speculative profit for the reason 
that any profit derived on the futures merely equalizes or 
offsets a loss which has been incurred on a cash transaction. 
The cash trade and the futures trade are complementary. 

Classes of Hedges.—There are two broad divisions of 
manufacturers and dealers who employ the hedge for pro- 
tection. First, those who are buyers or owners of the com- 
modity; second, those who have entered into contracts for 
the forward sale of the commodity or a product manufac- 
tured therefrom, and who at the time of making the con- 
tract do not own the commodity to be delivered or necessary 
for the manufacture of the goods. The hedge is employed 
by both classes for the same purpose; the procedure is 
merely reversed to fit the case. The owner of a commodity 

°H. C. Emery, op. cit., p. 159. 
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is “long” of the physical grain or cotton or rubber. He ob- 
tains his protection by a short sale of an equivalent amount 
in the futures market. The dealer who contracts ahead, or 
the spinner or miller who contracts ahead for the sale of a 
commodity or its products prior to ownership, is “short” in 
the trade market. He protects his position by the purchase 
of a futures contract on an organized exchange for an equiv- 
alent amount. 

In the first class are the various elevators in the grain 
trade which buy wheat from the farmer and forward it to 
the terminal market for sale, and the cotton merchant who 
buys cotton from the growers or who accumulates a stock 
of cotton for merchandising or manufacturing purposes. In 
the second class are flour millers, exporters, cotton spinners 
and local shippers. These classes in the different trades who 
use the hedge will be dealt with in more detail in the follow- 
ing chapter. 

The Degree of Protection.—While the hedge is an efficient 
form of insurance, it is not complete insurance. Complete 
insurance would require that profit or loss on the cash trans- 
action be balanced exactly by the corresponding loss or gain 
on the futures contract. To afford a full measure of pro- 
tection to those who empioy the futures contract for hedging, 
there must be maintained (1) a close parity between prices 
in the futures market and in the cash market; (2) a close 
price relationship between the basis grade and the grade of 
the physical commodity bought or sold. 

The futures contract is employed to hedge the purchase 
or sale of the physical commodity because spot prices and 
future prices tend to move together; advances in the spot 
price tend to be paralleled by advances in the price of 
futures contracts, and vice versa. Similarly, the prices for 
various grades of a commodity tend to remain in a close and 
steady relationship. A material dislocation of the relation- 
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ship between spot prices and the prices of futures may make 
the hedge an imperfect protection, and in the same way a 
widening or narrowing of the price differential between 
grades may give imperfect protection or entail actual loss. 
It is these risks inherent in price movements, known as basis 
risks, which make the hedging operation far from the simple 
matter it may appear. To make clearer the effect of a 
change in parities between spot prices and future prices 
upon a hedge, the following summary is given from the Re- 
port of the Federal Trade Commission on the Cotton Trade: 

Assuming, however, that cotton or goods for forward delivery are sold 
at a price equal or equivalent to the cost of the future employed as a 
hedge, the rule may be stated thus: If at the time of the purchase of 
cotton to apply against a hedged contract for the sale of cotton or goods 
for forward delivery and of the hedge sale of the future, spot cotton is 
at a discount (z.e., the future at a premium) as compared with the future 
used as a hedge, the merchant or manufacturer profits to the amount of 
the discount (expense of commission in placing and removing the hedge 
not considered); if the spot is at a premium (2e., the future at a dis- 
count) the merchant or manufacturer loses to the amount of the premium. 
Should the sale of cotton or goods for forward delivery be made at a 
given number of points off the future, the merchant’s or manufacturer’s 
profit is reduced or his loss increased by that much. If sold at a given 
number of points on the future, the profit is increased or the loss reduced 
by that much# 


Correlation Between Prices of Raw Material and Manu- 
factured Goods.—The manufacturer employs the hedge in 
two ways. When he acquires supplies of his raw material, 
he sells futures in the endeavor to rid himself of the risk 
of price fluctuation in his raw material inventory. When he 
contracts ahead for a sale of his finished product, he buys 
futures in the endeavor to guard against paying a higher 
price for his raw materials. When the former type of hedge 
is employed, it is vital to the manufacturer that prices of 
the finished product and prices of the future move together. 

“Senate Document No. 100, 68th Congress, Ist Session, Part I, p. 181. 
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If they do not—specifically, if the price of the future rises 
to a greater extent than the price of the finished product, 
the hedge will be imperfect because the manufacturer will 
lose more on his hedging transaction than he gains because 
of the advance in the finished goods markets. 

From the manufacturer’s standpoint, the effectiveness of 
the selling hedge as protection may be influenced by the pro- 
portion which the raw material cost bears to the total cost 
of the manufactured article. In “A Study of Cotton Hedg- 
ing for a Grey Goods Mill, 1921-1926,” the Harvard Uni- 
versity Bureau of Business Research thus summarizes the 
difference between the problem faced by the cotton manu- 
facturer and the flour miller. 

(1) In the flour industry the net cost of wheat represents about four- 
fifths of the total cost of the flour, whereas in the case of the particular 
construction of grey goods considered in this study the net cost of the 
cotton represented only about two-thirds of the total cost of the sheeting. 

(2) Flour is a strictly staple product, a so-called necessity of life, 
not in competition with other products in the same way that cotton goods 
are in competition with other fabrics. Also, there is no parallel in the 
case of flour to the changing style preferences which affect the sale of 
finished cotton goods.5 

The argument is that the greater effectiveness of the hedge 
in flour milling may be attributed to this difference in the 
ratio of raw materials cost to the finished product. But 
‘while the study lends color to the argument, it does not 
follow that it is conclusive. As the study points out in 
summary: 

Some weight attaches to these arguments; but also it is a fair question 
whether the price of cotton cloth might not tend to follow the price of 
cotton more closely if cotton mills on the whole did in fact hedge their 


cotton purchases. If a policy of protective hedging were followed by 
the cotton industry generally, then fewer mills would be in a position to 


5“A Study of Cotton Hedging for a Grey Goods Mill, 1921-1926” (Bulle- 
tin No. 70, Bureau of Business Research, Harvard University, 1928), p. 19. 
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adjust their prices downward when for one reason or another they had 
been able to purchase cotton at prices lower than the current replacement 
cost. 


In other words, the condition in the cotton industry re- 
vealed by the study may be the result of the causes named, 
combined with other causes, or the failure of some mills to 
hedge while others do hedge may be responsible for the 
imperfect correlation between raw material prices and the 
prices of the finished goods. The mill which acquires its 
materials at a low cost and does not hedge can cut its prices 
under the mill which acquires its raw materials at a higher 
price whether the latter mill hedges or not. Thus it is pos- 
sible that the failure of many mills to hedge may be found 
to be a major contributing cause of irregular correlation 
between finished goods and raw material prices. 

Shifting the Hedge.—When a purchase has been hedged 
by the sale of a future, it may be that the arrival of the 
month when the futures contract must be closed by offset 
or delivery will find the commodity still on the hands of the 
owner. The necessity of keeping it hedged, however, re- 
mains. The original futures contract must be closed out 
during the month. It will be closed by an offsetting pur- 
chase. . At the same time, another future in a more distant 
month will be sold. It is one and the same hedging opera- 
tion, although it has of necessity involved a shifting of the 
protective sale from one delivery month to another. As a 
matter of fact, it is unusual to permit this situation to 
develop. The hedger is usually alert to shift his hedge to 
a distant month before the month for delivery on the futures 
contract arrives, if he has any reason to anticipate that a 
shift will be necessary. ae 

Hedging Applies Only to Balances.—It is not only pos- 
sible, but it is a matter of actual occurrence, that a firm deal- 
ing in a commodity may have its purchases and sales in 
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exact balance. When this occurs, there is, of course, no 
necessity for hedging. Being long and short equivalent 
amounts, the firm’s trade position is in itself a perfect hedge. 
It is only the excess of sales over purchases or of purchases 
over sales which requires hedging. Thus a hedger who owns 
or has contracted to buy 75,000 bales of cotton and who has 
contracts for forward delivery amounting to 65,000 bales 
has a net long interest of 10,000 bales. It is this net long 
interest which the dealer will protect by the sale of futures 
of an equivalent amount. As the net long interest increases, 
further hedges by offsetting sales will be made; and as the 
interest may be reduced, the hedges will be closed to an 
amount sufficient to bring them in balance with the smaller 
net long interest of the dealer. 

Selecting the Market.—Hedging involves not only careful 
selection of the month, but it may involve selection of a 
market for the sale or purchase of the future. Normally 
prices in different markets move together. Differences in 
price between markets for one commodity equalize distance 
and the cost of shipping between the two points. Thus the 
price of cotton in Liverpool is normally always higher than 
the price in New York by the difference in the cost of 
shipping across the Atlantic and incidental charges and ex- 
penses. Similarly a difference in wheat prices exists between 
Chicago and Minneapolis. A market where prices rule lower 
may advance to a point where the spread between it and 
another market is materially less than the normal difference 
due to their distance from one another. Since the market 
which has thus bulged is for the time being abnormally high, 
it would be a natural market to select for selling a future 
contract which is used as a hedge. Conversely, a widening 
of the normal difference would indicate the desirability of 
placing a purchase hedge in the market where prices were 
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ruling abnormally low. The work of the arbitrageur will 
quickly restore normal parity between the markets. 

Choice of the Month.—Selection of the delivery month in 
which to place the hedge will often be governed by consid- 
erations relating to the purchase or sale which is being 
hedged. For instance, if a miller makes a contract during 
the summer for the sale of flour to be delivered in December, 
he will require delivery of the wheat sometime during the 
month of November. Accordingly, when he makes the con- 
tract for the sale of the flour, he will purchase a December 
future as a hedge. The month in which to hedge in this 
case is dictated by the time when the miller will be in the 
market for the wheat. Since it is a fundamental principle 
of hedging that the future sale is closed as soon as the spot 
purchase is made, or vice versa, this practice of buying or 
selling the future which most nearly coincides with the 
anticipated need in the spot market is the general rule that 
is followed. 

It may be that sales are being hedged which require 
delivery over an extended period. Here the futures contracts 
which are bought as hedges may be spread over consecutive 
delivery months. Thus, a manufacturer of cotton goods con- 
tracting for the sale of finished goods, who will need his raw 
materials in October, November, and December, buys hedges 
in all three of these months, closing separate hedge contracts 
as he covers his requirements in the cash market. The selec- 
tion of the month, however, in which the hedges are placed, 
is largely determined by the judgment of the hedger. 

Apart from synchronizing spot and futures transactions, 
some other considerations enter into the selection of the 
month for placing the hedge. On some exchanges there are 
months which are usually inactive. The merchant or manu- 
facturer placing a hedge would naturally avoid placing it 
in one of these inactive months. Another consideration be- 
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comes of great importance as the delivery month for the 
futures contract approaches. Squeezes are most likely to 
occur in the current month; those who have placed selling 
hedges must observe the stocks of the commodity available 
for delivery and keep in touch with supplies which are 
headed for the market. Their interest in stocks and deliv- 
eries is to anticipate the possibility of squeezes. If such 
a possibility appears, the hedge will then be shifted to a 
more distant delivery month. The reason for this is that 
the hedge operates most effectively as insurance when the 
price of the future and spot prices maintain as nearly as 
possible the spread existing when the hedge was placed. 
A squeeze disturbs this relationship; and when the hedging 
transaction has been a sale, it may operate to destroy a 
large part of the protection sought by the hedger. 

Practice Regarding Delivery on Hedges.—Futures which 
are bought or sold as hedges are covered in the vast major- 
ity of cases by an offsetting futures sale or purchase. De- 
livery is exceptional. This is a normal condition and in line 
with the purpose of the hedge. It has been explained pre- 
viously that a variety of grades of a commodity in which 
there is future trading are made tenderable on a contract 
and the grade to be delivered is at the seller’s option. Thus 
while the contract is based on a standard grade, the pur- 
chaser may receive any one of the number of grades made 
tenderable, or a number of the various grades. He has no 
choice as to quality, and for manufacturer or dealer quality 
is likely to be of prime importance. 

The spinner ... purchases from the merchant cotton of a certain 
specified grade since he can use only fairly even-running lots. If he 
bought cotton on the New York Exchange with the expectation of using 
it in his mill, he would find upon receiving it that only a part was adapted 
to his needs. To be sure the payment is adjusted to the grade of cotton 


delivered, according to a scale of “ons” and “offs” arranged with reference 
to the price of middling cotton. But that does not help the spinner 
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to obtain immediately just what he wants and to dispose of the portion 
that he does not desire. Moreover the spinner is uncertain not only as 
to what grade of cotton he will receive, but also as to when it will be 


delivered.& 


Accordingly the merchant or manufacturer who desires 
a specific grade of the commodity will purchase it in the 
spot market, obtaining the grade which exactly meets his 
requirements and closing his hedge contract. There is a 
consideration which militates against any large amount of 
receipt of deliveries on futures contracts. In the cotton 
textile industry, the manufacturing centers are mostly far 
removed from the exchange markets. Apart altogether from 
the matter of obtaining the exact grade desired is the fact 
that it would not be an economical procedure to accept 
delivery at the distant center and then to transport it to the 
mill, when requirements may be filled at points nearby. 
When delivery is tendered on a contract sold as a hedge, it 
is for a good business reason. For instance: 

An exporter may buy cotton for delivery at Memphis, and hedge in 
New York. If he meets with a demand from some European spinner for 
that particular grade, he may sell to him at a good figure, while perhaps 
covering his New York contract at a low price for Middling. If there is 
no good market for his grade at the Southern ports, or abroad, he may 
find it better to ship to New York and deliver on what were originally 
intended for hedging contracts. Particularly is this true when his cotton 
proves to be of an inferior quality. In the same way, when elevator com- 
panies have sold against their wheat in the market where it is stored, they 


will either deliver on their sales, or cover and sell later for cash, according 
to the conditions of spot and future prices at the moment.? 


Hedging by Transactions in Other Commodities.—Not 
only may a transaction be hedged by an offsetting purchase 
or sale of a future in the same commodity, but a future in 
another commodity may be bought or sold if there be a 
corresponding and dependable price relationship. TIllustra- 


°M. T. Copeland, The Cotton Manufacturing Industry of the United 
States, Harvard University, 1912, p. 186. 
7H. C. Emery, op. cit., p. 164. 
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tions have been given of the purchase of a future to hedge 
the sale of a finished product, as in the case of the purchase 
of wheat futures against the forward sale of flour. Unless 
prices are thrown out of relationship by differences in the 
size of the crops, futures for one grain may be employed as 
hedges against the sale or purchase of another. Prices of 
wheat and rye move with a fair degree of unison; hence a 
purchase of rye might have been offset or hedged by the sale 
of a wheat future before future trading in rye was estab- 
lished. Similarly, the sale of barley for forward delivery was 
occasionally hedged by the purchase of a corn or oats future. 

Hedging as an Aid in Financing.—It is true in the com- 
modity trades, as in the mercantile community at large, 
that the character and financial soundness of the borrower 
are of prime importance; but granted these essentials are 
satisfactorily met, the borrower of good credit rating is able 
to obtain loans to a much higher proportion of the value of 
his commodity if it has been hedged than if it has not been 
hedged. In England the banks customarily require any 
commodity which represents the security for a loan to be 
hedged, while credit is readily procurable on hedged com- 
modities. All unhedged stock is considered a speculation. 
Thus the hedge limits the risk and removes to a large extent 
the speculative uncertainties of the commodity price. The 
hedge is advocated by the bank for its own protection. Its 
employment is an aid to the borrower by increasing his bor- 
rowing capacity and reducing the amount of his own capital 
which is tied up in each lot which he purchases. 

. . . the fluctuations in the supply and in the average price of American 
cotton from year to year result in fluctuations in the aggregate values 
involved often amounting to many hundreds of millions of dollars from 
one year to the next, or several times the total combined capital of all 
the cotton merchants and firms engaged in the distribution of the 


country’s production—such combined capital being generally estimated 
by the cotton trade itself at considerably less than $100,000,000. In 
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other words, were it not for the consistent use of the practice of “hedg- 
ing,” the cotton merchants as a body would be continually exposed to 
losses representing more than their entire combined capital by reason 
of the changes in the price and in the aggregate value of the commodity 
they distribute,—changes which no human mind has so far been able to 
predict with even an approach to accuracy. .. . 

Thus in the months from November, 1926, to March, 1927, when the 
bumper American crop of 1926-1927 had forced prices some 50 per cent 
below the average for the preceding five years, European, Japanese and 
to some extent American manufacturers contracted with merchants for 
the delivery of great quantities of cotton—estimated by the trade at a 
minimum of 1,500,000 bales and probably over 2,000,000 bales—in 
future years from 1928 to 1931. These forward contracts were of in- 
calculable assistance to the producers in this country, since the “hedges” 
purchased by the merchants relieved the market of the burden of a 
corresponding quantity of cotton from the superabundant present supply. 
Evidently, however, the merchants would have been unable to make the 
forward contracts on any terms if they had been compelled to assume 
the risks of fluctuating production and prices over the period of years 
in which the deliveries were to be made.§ 


One further phase of the influence of the hedge upon 
financing requires mention. The fact that speculative risk 
may be largely removed enables manufacturer and dealer 
to work upon a much narrower margin of profit than would 
be possible if they were compelled to carry highly specula- 
tive risks. As it is axiomatic that profit sought is commen- 
surate with risk assumed, so is it true that the lower the 
cost may be reduced, the narrower will be the necessary 
profit margin of miller or spinner. 

Summary.—The primary purpose of the hedge has been 
shown to be insurance against the risk of wide price fluc- 
tuations. The insurance is obtained by offsetting a purchase 
or sale in one market—the cash market—by a sale or pur- 
chase in the futures market. The protection may approx- 
imate complete insurance if prices of spots and futures main- 


* Brief and Memorandum on Behalf of Taxpayer in the Matter of Gosho 
Kabushiki Kaisha, before the General Counsel, Bureau of Internal Revenue, 


Washington, D. C., by Charles E. Hughes of Counsel. Pp. 68-71. 
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tain an exact relationship from the time the hedge is placed 
until it is closed; or it may be imperfect if there is a disloca- 
tion of the relationship. Whether perfect or imperfect, the - 
speculative risk is minimized. A further value of the hedge to 
the merchant or manufacturer lies in the increased borrow- 
ing power which is given him against his holdings of the 
raw material and the consequent lower margin of profit upon 
which he can work. Viewed from the standpoint of the 
bank, security of the loan on a hedged commodity is in- 
creased, for the hedger has made the transaction “independ- 
ent of speculative risk.” 


Chapter VI 
HEDGING—IN PRACTICE 


Ir THE spot market and the futures market were always 
moving together; if the market for manufactured goods and 
the futures market were always moving together, or if the 
price relationship between grades of a commodity remained 
constant, hedging would be an operation of the utmost sim- 
plicity. Moreover, the protection it affords would be prac- 
tically complete. The familiar type of a hedging transac- 
tion is not difficult to understand. We refer to the hedge 
where the loss or gain on a cash transaction is evenly bal- 
anced by an equivalent loss or gain on the exchange trans- 
action. But hedging, while a widely used and an efficient 
form of price insurance, is by no means the simple matter 
indicated by the hypothesis of markets moving in lines ex- 
actly parallel to one another. In practice the hedger must 
give careful attention to the selection of the market in which 
to place his hedge and the month in which to place it. 
These are only his preliminary considerations, for since the 
success of the hedge as insurance depends upon maintenance 
of the spread existing between the futures market and the 
spot market at the time the hedge is placed, the dealer or 
manufacturer must be alert to avoid being caught in a move- 
ment which changes this spread to his material disadvantage. 

Not only may the relationship between spot and future 
prices or between future prices and the prices of manufac- 
tured goods alter, but the price relationship between differ- 
ent grades of the same commodity may undergo a change 
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between the time when the hedge is placed and the time 
when it is closed out. These risks of change in the relation- 
ship of spots and futures and of change in the relationship 
of different grades cannot be passed on to the speculator. 
They are inherent in the market and there is no escape from 
them except by unremitting alertness on the part of the 
user of the hedge. In this chapter the causes of some of 
these abnormal situations will be outlined and the problems 
they present will be pointed out. Then we shall be in a 
better position to consider the extent to which hedging is 
practiced in wheat, cotton, cottonseed oil, rubber, silk, and 
other commodities; the business interests which employ 
hedging as price insurance, and the way in which they 
operate. 

Discounts on Distant Months.—The normal relationship 
between spot prices and prices of contracts for future deliv- 
ery is usually stated to be that the future should sell above 
the spot or the far month above the near month by the dif- 
ference in carrying charges, interest on capital, etc. This is 
theoretically correct for the futures applicable to any given 
crop. Both the summary of the price range for the week end- 
ing May 18, 1928, of active futures on the New York Cotton 
Exchange (see next page), indicates that there is some differ- 
ence between theoretical and actual relationships. 

This is by no means an isolated instance. The conditions 
indicated have been of frequent occurrence in recent years. 
We note that the May future is higher than that for any 
month following except the single transaction in the April, 
1929, future; that the July future has ranged above Decem- 
ber, January, and March; October has ranged above these 
three months, and the December future has ruled higher 
than the first two active months of 1929. The price range 
of the January and March futures has been practically 
parallel. What causes these abnormalities? 
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pagh oP ee No a Seen 
NN Eee ————— 


Option for— Range for Week 
ERY LODO. cupexteys sere tea ele eave ete eens 20.88 May 14 | 21.56 May 18 
JUG 19282 ee sccce kien ds oon cual ais «ale eevee [pate dFies = alae eae Sere, ete aot 
Gly O2csirs clots sc ae, ese droantoo eae 20.62 May 14 | 21.32 May 18 
PRUE AOS hs since Ee re: Sansa, ai elon we oucne te «| Pos ste ROBIE. ancl tee Se Calelp a eee ee era eae 
Sil) tal (1. ea err re eM PING Patera Mex inn norm umhictw oir iodo S 
OCT TODS stesso eee oe eect apes oneee 20.54 May 14 | 21.37 May 18 
INOV 251 G28 oe oreo Siace pera acieiaere ast acai | (Ae areata tes etre ne | nae eke Rec et eR tea 
1DYeves SINS Rete ears oe dere each test keto 20.42 May 14 | 21.23 May 18 
Pats OO cab ou Reba eee 20.387 May 14 | 21.13 May 18 
Bete 1920. ainveis’s-¢is-ciesaey bl biocw el Banlaflsie te aL geo peL rence es eke oe epee ean 
IM Reinet BOA! etre eae einer ena 20.38 May 14 | 21.13 May 18 
PAVE al 020 eis oa ake oe sia halle oe 21.07 May 12 | 21.07 May 12! 


The condition of a spread between spot prices and active 
futures equivalent cxactly to differences in carrying charges 
is an ideal relationship, but it is one that is subject to dis- 
location by variations in demand and supply in both spot 
and futures markets. 

A clear and succinct summary of the reasons that cause 
distant months to sell below near months is given by a 
distinguished agricultural economist: 


Several reasons are advanced in explanation of the frequent occurrence 
of discounts on the distant months: (1) A current short crop is most 
often stressed, because it causes a scramble for cotton by those who have 
sold for forward shipment. Each is ignorant of how much others sell, 
so together they may oversell the supply. Covering of these short sales 
raises the price abnormally on near positions, thus leaving distant months 
relatively lower. (2) The manner of placing the hedge has an important 
influence. The spinners are inclined to operate on a hand-to-mouth 
policy in fixing the price on raw cotton, especially if the advance in the 
price has been strong. On the other hand, they may buy heavily of 
call cotton on basis, to be sure to get the cotton they wish. Much of the 
cotton bought on call is hedged in a distant month. Thus, while there 
is a strong demand for spot cotton by merchants in anticipation of 
future needs, the weight of the crop in hedges may be placed in the 


*Commercial and Financial Chronicle, May 19, 1928, p. 3156. 
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forward months rather than against the immediate demand. (3) These 
discounts in the distant months may be due partly to uncertain business 
conditions. (4) A declining price level may cause such discounts. (5) 
In the spring months, following a high-price crop, the prospects of the 
new crop may have an important influence in causing discounts in the 
later months of the year.? 


Another important factor in the relationship between 
prices of spots and futures is the supply of the commodity 
certificated for delivery on the futures exchange. A low 
supply of the commodity available for delivery tends to ad- 
vance the price of the futures contract over spot prices. 
Thus an abnormal relationship is brought about by a normal 
economic cause and effect. The same authority, summariz- 
ing the relationship between stocks of certificated cotton, 
future prices, and spot prices for 15 consecutive months in 
1923-24 shows that ‘During the four months . . . when the 
stocks of certificated cotton in New York were more than 
100,000 bales, the price of New York futures averaged 16 
points below the price of Middling spot cotton in the 10 
designated markets. On the other hand, the average price 
of New York futures was 36 points above the price in the 
10 markets during the 11 months when the stocks of certifi- 
cated cotton in New York were less than 100,000 bales.” ® 

Effect of Change in Basis upon the Hedge.—The differ- 
ence prevailing between spot prices and the prices of futures 
is known as “basis.” Basis is a more important matter to 
the placer of a hedge than is the trend of prices. In fact, 
the latter is entirely immaterial if the spread between spots 
and futures is the same when the hedge is closed as when 
it was placed. Profit or loss on the hedge will exactly bal- 
ance the loss or gain on the spot transaction, and complete 

2 Alonzo B. Cox, Cotton Prices and Markets, U. 8. Department of Agri- 


culture Bulletin No. 1444, p. 71. 
STbid., p. 74. 
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protection will be afforded. The problem created by a 
change in basis may be illustrated by the following example: 

Upland & Co., cotton merchants, purchase 500 bales of 
cotton on August 1. They pay 20.80 cents per pound, a 
price which is 50 points “‘on” the October future. The hedge 
transaction is the sale of five October futures at 20.30. Up- 
land & Co. later sell to a mill at 19.80, taking a loss of 1 cent 
per pound on their spot cotton. At the time they sell to 
the mill, the October future is 19.70 and they close their 
hedge by the purchase of five October contracts. The profit 
on the hedge transaction is 60 points or 3/5 of a cent per 
pound. The net loss on these transactions, therefore, is 2/5 
of a cent per pound, or $1,000. Narrowing of the basis has 
given the merchants imperfect protection. Changing basis 
and changing parities between markets make the operation 
of hedging far from being the simple matter usually given 
in illustrations. Differences in parities between markets 
cause hedges to be shifted, with the object of making sales 
in markets which are temporarily too high and purchases in 
markets which are temporarily low in relation to others. 
Similarly, basis is watched for the purpose of shifting hedges 
to more remote months in order to avoid squeezes in the 
nearby positions. 

The possibilities of gain or loss through changes in the 
relationship of cash prices and future prices, and through 
changes in price differentials between different grades, are 
so numerous that probably a series of illustrations will best 
bring out the intricacies of the hedging operation, supple- 
menting the illustrations given above. Let us first take 
two illustrations of gain or loss because of a change in dif- 
ferentials. In order to make the illustration as clear as 
possible, it will be assumed that no change in price occurs 
in either the cash or the futures markets from the time the 
hedge is placed to the time it is undone, or closed out. 
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The December cotton future is selling at 20. A cotton 
dealer acquires a stock of Good Middling, a grade superior 
to the basis grade, Middling, at an average cost of 71 points, 
2.€., 71/100 of a cent per pound above the price of the De- 
cember future. He hedges this “long” cotton by a sale of 
the December future. He sells his good middling cotton a 
month later at a price averaging 45 points “on” December, 
and simultaneously undoes his hedge. The result of his 
transaction is as follows: 


Cash Transaction Futures Transaction 
Bought good middling at 71 
One DeCumnee setee.ice 20.71 Sold December future .... 20.00 
Sold good middling at 45 
OU DICCS gern. s sa oes oe 20.45 Bought December future .. 20.00 
NBOSSmeeve inci a eee ss 26 


The merchant loses 26/100 of a cent per pound by the 
narrowing of the price differential between middling, the 
basis grade, and good middling. If his merchandising profit 
is more than 26/100 of a cent per pound, it will be reduced 
by this amount. If it is exactly 26/100 of a cent per pound, 
it will be wiped out. If it is less than 26/100 of a cent per 
pound, the transaction will be an actual loss on his books. 
Had the price differential between good middling and low 
middling increased instead of narrowing, the merchant would 
have been benefited accordingly. 

In the above transaction, the merchant was holding a 
premium grade. Let us say that the merchant is holding 
strict low middling, a discount grade, which has cost him 
an average of 94 points “off” the price of the December 
future. With the December future 20 cents, his strict low 
middling would cost 19.06 cents per pound. He hedges by 
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a sale of the December future. Later he is able to dispose 
of the strict low middling at a price averaging 38 “off” 
December, which is still at 20 cents. This transaction shows 
the following result: 


Cash Transaction Futures Transaction 
Bought strict low middling 
at 94 off December .... 19.06 Sold December future .... 20.00 
Sold strict low middling at 
88 off December ...... 19.62 Bought December future .. 20.00 
Irofitinan erste otelers (serene eye 56 


Here the merchant has gained 56/100 of a cent per pound 
by the narrowing of the price differential between middling 
and strict low middling. If the differential had widened, he 
would have lost. Note that the effect of a narrowing be- 
tween the price of the physical cotton and the price of the 
future employed for the hedge is detrimental to the seller 
of a hedge if the physical commodity is a premium grade. 
It is favorable, if the commodity hedged is a discount grade. 

These transactions have purposely been stripped of de- 
tails such as commissions on the sale and purchase of the 
futures and the items of cost to deliver and merchandising 
profit in the case of the cash sale, to bring out as clearly as 
possible the influence of changing relationships in the prices 
of different grades. In the illustrations below, the trans- 
action is likewise reduced to its simplest terms to bring out 
the effect of a change in the relationship between the cash 
and futures markets. 

With the December cotton future selling at 21.60, A & Co. 
quote a price of 23 cents for delivery of middling cotton, the 
basis grade. This price includes cost of delivery and A & Co.’s 
expected merchandising profit of 40 points (40/100 of a 
cent) per pound. 
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The purchase of the December future as a hedge is made 
at 21.60. Between the time of making the forward contract 
and the time for delivery, A & Co. acquire the necessary 
cotton at an average cost of 20.10 cents per pound. This is 
11% cents less than the price of the December future at the 
time the contract was made. In the meantime, the price 
of the future has declined to 19.60, a full 2 cent drop. A & 
Co. close out their hedge transaction by selling the future 
when they have the cotton on hand. The transaction shows 
the following result: 


Cash Transaction Futures Transaction 

Sold cotton for delivery at 23.00 Bought December future at 21.60 

Bought cotton at an aver- Sold December future at . 19.60 
AGE COSL-OLF Miss oa ves 4 esr 20.10 

Losses cccwnsseewe ate 2.00 
CGLOLSeTOUb essay scoveeiens 2.90 
Gost=to. deliver .2..<6hs6. 1.00 
Neer prolito.. sce +5063 1.90 
PSOSSROMULUDUTES ia) .c a's wiles 2.00 
Net loss on transaction .. 10 


Not only have A & Co. failed to realize their expected 
profit; they have sustained an actual loss because of the 
widening of the margin between spot cotton and the futures 
market. The decline in futures was greater than the decline 
in the price of spot cotton. 

Now let us assume that the reverse of this situation occurs. 
A & Co. make their forward sale and place their hedge as 
before, acquiring their cotton at the same average cost— 
20.10 cents. But the price of the December future has 
declined only 14 cent—50 points—from the price prevailing 
when the hedge was bought. A & Co.’s books now show the 
following: 
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Cash Transaction Futures Transaction 
Sold cotton for delivery at 23.00 Bought December future at 21.60 
Bought cotton at an aver- Sold December future at . 21.10 
SAPCUCOSUS Ol sieve) store stolers 20.10 —_— 
Loss eoeoeeeeooe eee eee ee 00 50 
Gross Prolit: s.ve's-cs0es acs 2.90 
Costatondehiviermrcsstedctee 1.00 
INGE TOON sogdansodoocoC 1.90 
LOE Wiel MES soo adoooon 00 


Net profit on transaction. 1.40 


Instead of making 40/100 of a cent profit per pound, A & 
Co. have made 1 cent a pound more. The spot and future 
markets have again been out of alignment, but the change 
has been to the advantage of all those placing long hedges 
in the December future. 

Not only is the relation of spot and future prices and the 
spread between different months watched for the purpose 
of avoiding an unprofitable situation, but hedging interests 
are alert to shift their contracts in order to make an addi- 
tional profit. Say the October cotton future has been bought 
as a hedge. October futures have risen 150 points since the 
buying hedge was placed. But December futures have ad- 
vanced only 110 points. The October contract can be closed 
and the hedge shifted to December at a profit to the hedger. 
He retains his protection and profits by the difference be- 
tween the price at which the October future is sold and the 
price at which the December is bought. 

These illustrations of some of the difficulties that may 
attend hedging have been given to indicate that simple as 
the hedge appears in theory, it is by no means an automatic 
device nor does its likeness to insurance mean that the in- 
sured can ever rest wholly safe in the assumption that auto- 
matically with the placing of his protective transaction, all 
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his risk has been passed to other shoulders. Further refer- 
ence to this phase of the hedge will be made, as we take up 
a survey of each of the large commodity markets in which 
hedging is employed. 

Hedging in the Grain Trade.—Grain is bought from the 
farmer by country elevators. These organizations are of 
primary importance in the country market. While they do 
a warehousing business, their principal function is merchan- 
dising. They purchase grain outright for the purpose of 
resale in the intermediate and terminal markets. Three main 
types of country elevators exist—those which are controlled 
by farmers’ organizations, known as cooperative elevators, 
single elevators owned by an individual or corporation, and 
line elevators. Line elevators are a chain of country houses 
owned and operated by one company. 

In the report of the Federal Trade Commission on the 
Grain Trade, replies from over 8,500 country elevators indi- 
cated that 50 per cent of these houses customarily hedge 
their purchases.* This does not mean that 50 per cent of 
the elevators carry their purchases of grain unhedged. The 
use of the hedge varies with the type of company and with 
the method of selling. The line elevators are probably the 
most consistent users of the hedge. Operating from 50 to 
150 elevators, the line company has a tremendous volume 
of grain in its hands during the marketing season. The great 
risk involved in carrying grain in such volume induces a 
consistent policy of hedging. 

The managers of line companies, especially the larger ones, rec- 
ognize that the larger the total volume of grain purchased and held the 
greater the amount of risk involved from the fluctuations of world 
grain prices and the more serious the possibility of heavy losses. If 
they are willing to forego the opportunity for profits arising from the 


possibility of price advances, they can by the use of the hedging 
market protect themselves against serious losses.... As a result the 
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large commercial lines tend to pursue a fairly consistent hedging 
policy, while even the smaller ones probably tend to hedge much more 
frequently than do the individual elevators, on the whole.? 


Country elevators sell on consignment, on track, and “to 
arrive.” A sale on consignment involves shipping to the 
terminal market, the country elevator bearing the risk of 
price fluctuations until the grain is sold. Consignment sales 
are generally hedged. When the grain is sold “to arrive” or 
on track, however, the same necessity does not exist. Sale of 
the grain in cars as it stands on the tracks removes the time 
element and hence the risk of fluctuating prices. Both sales 
“to arrive” and sales on track are often made the same day 
the grain is received by the elevator. The effect of marketing 
methods upon elevators’ hedging policy is summarized by 
the Federal Trade Commission in tabulating the percentage 
of elevators hedging in different states with the percentage 
of consignment and direct sales: “. . . with some exceptions 
. . . the proportion of hedging tends to vary directly with 
the proportion of consignment business reported, and there- 
fore inversely with the percentage of direct selling.” ° 

Some considerations in the practice of hedging for the 
country buyer are outlined below: 


Hedging on consigned grain is best done in the option month im- 
mediately following except when the grain will arrive and be profitably 
sold within the current option. 

To obtain a carrying charge we hedge when the cash grain is at a 
sufficient discount to pay for the cost of carrying the grain to the 
best option for this purpose. Hedging when the cash grain is selling 
at a greater discount under the option than it takes to carry the grain 
to that option gives greater profit. On short crops when we have 
grain of uneven quality the better grain will usually sell at the option 
before the first day of that option. 

It is necessary to check up the options in the futures markets 
tributary to your cash grain market, particularly where the freight 
rates are the same as in the case of Milwaukee and Chicago. In a 


° Report on The Grain Trade, Vol. I, p. 218. 
“Toid., p. 215. 
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narrow market like rye the option sometimes becomes congested. If you 
are tributary to two markets where the freight rates are different it 
is necessary to check up the cash and options in each, taking into con- 
sideration these rates. 

Where we hedge for protection while grain is in transit unsold and 
the cash grain will arrive before the middle of the next option, then 
we use the nearest option, because the cash and the nearest option 
usually work hand in hand. 

If the cash grain would not arrive before the last few days of that 
option then we use the next nearest option. We usually change over 
our hedges when the cash and the option in which the grain is hedged 
sell at the same price. 

A few illustrations: On July 13, 1926, bids for No. 3 white oats for 
August and September shipment were 4014. The September option was 
4034, the December 4334. In this case if we were storing oats for a 
carrying charge we would use the December with its 34 cent premium. 
If we were hedging consigned grain and the cash would arrive before 
the middle of September, we would hedge in the September option. 

On the 13th of October the December has reached 44, so has the cash 
oats. Then we buy back the December option and sell the May in order 
to take advantage of a 4 cent premium, the May option selling at 48.7 


Reasons for Spots Selling Above Futures in the Grain 
Trade.—In the grain trade the phenomenon of spots selling 
above futures occurs. This may be due to abnormal market 
influences such as a temporary scarcity of cash grain or a 
temporary demand in excess of current supply. A second 
reason is found in the fact that the grain tenderable on the 
futures contract may not be equivalent to grain of a corre- 
sponding grade bought in the cash market. The grain 
delivered on a futures contract is likely to be so mixed that 
while it qualifies as tenderable, under its proper grade it just 
passes inspection. Grain bought by sample is likely to be 
nearer the top of its grade in quality, and hence the cash 
grain commands a premium over the future. In the case of 
wheat, a considerable quantity sells at substantial premiums 
over the futures, due to its high protein content. 


7Ffrom an address by J. C. Lyman before Western Grain Dealers Ass’n, 
The Grain Dealers Journal, May 10, 1928, p. 560. 
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Hedging by Terminal Elevators.—The country elevator, 
a buyer of cash grain, sells futures as a hedge. Other lead- 
ing factors in the grain trade who sell futures as a hedge 
are the terminal elevators and buyers of “to arrive” grain. 
Terminal elevators are located in the large primary markets. 
As crops come to the market, millions of bushels of grain are 
handled by the large terminal companies. A terminal ele- 
vator is a buyer of grain, some of which it resells and some 
of which it stores for sale at a later time. In volume of 
grain handled, the situation of the terminal elevator is sim- 
ilar to that of the line elevators. Grain held in the terminals 
is uniformly hedged, although only the balance which the 
elevator is long requires protection in this way. ‘Thus, an 
elevator which is long 800,000 bushels of wheat and which 
has sold ahead 200,000 bushels, will maintain a hedge only 
on its net long position of 600,000 bushels. 

The buyer of “to arrive” grain hedges his commitment by 
a sale in order to protect himself against the risk of price 
fluctuation while the grain is in transit. 

Users of the Selling Hedge.—Millers who contract ahead 
for the delivery of flour, exporters, and shippers, protect 
their commitments by the purchase of futures. The ex- 
porter who contracts to sell grain abroad or the dealer who 
contracts for the delivery of grain at a seaboard market or 
a point distant from the primary markets insures his ability 
to fulfill his contract by purchasing futures which are liqui- 
dated as the grain is picked up in the cash market for de- 
livery on the contract. The extent of hedging by milling 
interests cannot be determined exactly. The larger mills, 
particularly in the Northwest territory, apparently make a 
practice of hedging their forward contracts by the sale of 
flour. The futures are placed in the month when the flour 
is needed or spread over successive months, being closed out 
as grain of the quality required is obtained. On the other 
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hand, mills which are located in close proximity to country 
markets may not hedge at all. They rely upon their ability 
to obtain the grain in the contiguous market when and as 
needed. 

Hedging by Producers.—The hedge is employed chiefly 
by dealers and manufacturers and usually to a limited extent 
by producers. The reasons for the producers not using the 
hedge are: (1) relatively few producers raise crops which are 
large enough to warrant the hedge protection and (2) a good 
part of the producer’s crop is usually marketed immediately. 
He bears the risk in price fluctuation during the growing 
season but when the crop is raised it passes quickly into 
other hands. That the hedge may be employed by pro- 
ducers, acting in concert, and that substantial protection 
may be obtained on growing crops is shown by the following 
transaction, described in Commerce and Finance, August 22, 
1928: 


Fifty wheat growers, all representative farmers in southwest Kansas 
and Northern Oklahoma, carried out a very successful hedging trans- 
action this spring, press dispatches report. 

Last April they were attracted by the highest level of prices reached 
in three years, due to conditions which at that time gave every promise 
of a very short wheat crop, particularly in the southwest. 

They made inquiry of a country elevator dealer near Turon, Kans., 
as to the feasibility of using the futures market to obtain or insure the 
prevailing record price for their prospective wheat crop. 

So rapidly did results of this discussion travel among wheat growers 
in that territory that soon the plan was being watched with great 
interest. The fifty farmers, who expected a total production of 200,000 
bushels in about twelve neighborhood counties bordering the two states 
hedged their growing crop. 

“Virtually the entire transaction was consummated in the closing 
days of April when the Kansas City July price reached $1.60%4, the high- 
est in three years,” says a Kansas City editor, commenting on the deal. 

“The closing price of the market Saturday was $1.23%4, giving the 
investors a profit of as much as 425g cents a bushel more than their 
neighbors if the contract had been closed that day. The basis of the 
contracts offered a premium of 4 cents a bushel for No. 1 hard wheat, 
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with 11 per cent protein and 1 cent for each %4 per cent variation in 
protein up or down. 

“With virtually all arrivals here grading No. 1 hard wheat and 
using as an example 13 per cent protein, these farmers would receive 
$1.6614 a bushel, basis Kansas City. 

“The high price was assured through the short selling of 200,000 
bushels of Kansas City wheat, in which contracts were made to deliver 
a similar amount of wheat from the new crop harvest now under way. 
The trade is known as hedging. 

“Some of the country elevators active in encouraging the 200,000 
bushel trade, included the Farmers Elevator Company of Castleton and 
Sterling, Kans.; the Pretty Prairie Co-operative Grain Company and 
the Turon Elevator Company. Many individual farmers also hedged 
their new crop wheat, in the peak of the market, but they are not 
included in the group of fifty. 

“John R. Meister, Alida, Kans., farmer, hedged 2,000 bushels here 
and a 3,000 bushel prospective crop was hedged by C. D. Bruggeman 
of Wakefield, Kans. 

“The increased farmer participation in the futures market is regarded 
by dealers here as an important step that will bring home to the grower 
the necessity of this important and basic cog in the century-old system 
of grain marketing.” 


Markets Used for Hedging.—The more widespread prac- 
tice of hedging in the Northwest grain states makes Min- 
neapolis the leading market for the hedging of country ele- 
vators. Unless prices between markets are out of parity, the 
practice is to make the hedging purchase or sale in the near- 
est futures market. While Minneapolis leads as a field for 
country elevator hedging, Chicago is the seat of operations 
for more diverse interests and of country elevators spread 
over a wider extent of territory.® 

Summary of Hedging in the Grain Trade.—The largest 
handlers of grain—the line elevators, terminal elevators, and 
Northwestern millers—are apparently the most consistent 
employers of the hedge. There are indications that com- 
mission houses are a factor tending to increase the extent of 
hedging by country elevators. The commission house often 


*See Report of the Federal Trade Commission on the Grain Trade, 
Vol. I, pp. 228-230. 
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finances the country purchaser and as a protection to its 
advance requires that purchases be protected by a hedge. 
The peculiar position is taken by some cooperatives that 
the hedge is a gamble, and therefore they do not hedge at 
all. This is based apparently upon the same type of reason- 
ing which assumes that all card games are gambling, that all 
horse racing is evil, and that the theater is an institution 
dangerous to public morals. The futures market contains 
a body of speculators; therefore, any use of the futures con- 
tract is a gamble. It is true that some practices in hedging 
approach gambling, but these are misuses rather than normal 
uses. For instance, some elevators make a practice of hedg- 
ing only when, in the judgment of the managers, the market 
is declining or is about to decline. They do not hedge when 
in their opinion the price trend is upward. Here the hedge 
is not used as price insurance at all. The elevator is specu- 
lating for the rise and using the hedge only as a stop-gap 
against the time when in its judgment it will be safe to 
speculate again. 

Hedging in the Cotton Trade.—In the cotton trade, hedg- 
ing is practiced to a large extent by merchants and to a 
varying extent by mills. It has been said that “nine-tenths 
of all the cotton shipped from America to the Mersey is sold 
against either in New York or in Liverpool.”® The cotton 
merchant buys advantageously in that the price which he 
pays is based upon the shortest staple in the sample. Later, 
he may obtain a profit by grading the cotton and procuring a 
good quantity of a longer staple than that on which he based 
his purchase price. In the meanwhile, he protects his posi- 
tion by selling futures as a hedge. Another use of the hedge 
and one widely employed is to protect forward contracts. 
A merchant often contracts to deliver cotton of an exact 


°J.G. Smith, Organized Produce Markets (Longmans, Green & Co., 1922), 
p. 95. 
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grade and staple to a buyer abroad. The price which is 
quoted the foreign buyer is based upon the price of the 
future for the month in which the merchant must have his 
cotton ready for shipment. This forward contract is pro- 
tected immediately by a purchase of the future for that 
month. A merchant who accumulates cotton for export may 
employ the selling hedge as a protection against overpur- 
chases made for his account by his agents in the field, or 
the buying hedge as a means of protection if their purchases 
have not been equivalent to the orders he has on hand. 
Changed conditions in the cotton market and in the cotton 
trade have brought about a modification of hedging prac- 
tices for mills. Hand-to-mouth buying has characterized the 
textile industry for many years. This has reduced materially 
the time covered by the forward contract for the delivery of 
the finished goods. Before the 1920-21 collapse, mills would 
sell finished goods as far as six months ahead, hedging the 
contract by a purchase of cotton futures. Now with the 
forward selling period cut in half, the tendency has been in 
evidence to fill the requirements by an immediate purchase 
of the spot cotton. If the size of orders is such that con- 
siderable time must be consumed in obtaining the cotton 
required, then the hedge protection will be employed re- 
gardless of the period covered by the forward contract. 
Another variant in the practice of mills is that some do not 
hedge purchases of spot cotton at all; they confine their use 
of the hedge entirely to the protection of forward sales of 
finished goods. Among the Southern mills, it is probable 
that use of the hedge has gained; but many mills make no 
use of it and some are avowedly opposed to it. Mills in the 
South which do hedge purchase cotton early in the crop- 
moving season. By thus anticipating the movement of the 
crop, they are able to effect a saving in the cost of handling 
and in the cost of transportation. They regard it as more 
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efficient to buy in a market close at hand than to wait and 
buy in the distant primary market. These purchases of 
spot are protected by sales of the future, and then, as orders 
are taken for manufactured goods, enough of the hedged 
sales are closed to leave only the “long” spot cotton pro- 
tected; but “the buying policy of many mills, both North 
and South, but particularly the former, is to purchase ac- 
cording to the method which seems to avoid speculating in 
the largest possible degree, rather than to follow any one 
particular method or methods. Mills will be found which, 
depending on conditions, will employ either buyer’s or sell- 
er’s call or purchase outright without hedging, while under 
other conditions all goods sold will be hedged by the pur- 
chasing of cotton futures, and in yet other situations all 
cotton purchased will be immediately hedged by future 
sales,” 1° 

The arguments advanced by mills which do not use the 
hedge center around the proposition that the prices of fin- 
ished goods and the prices of raw cotton do not move to- 
gether. When the price of cotton rises, it is stated that it 
does not necessarily follow that there will be an appreciable 
advance in the prices of finished goods. On the other hand, 
finished goods may lie dormant on the market and their 
prices decline before any weakening in spot prices is in evi- 
dence. Hence, since finished goods’ prices generally either 
lag behind or precede the movement of spots, it is urged 
that the hedge affords no satisfactory protection. 

Hedging in the Sugar Industry.—In wheat and cotton: 
little hedging is done by growers. A fundamental reason 
for this, particularly in the cotton trade, is that the produc- 
tion of a large number of the individual growers is not 
sufficient to make one contract unit. In the sugar trade, 


20 Senate Document No. 100, Report of the Federal Trade Commission on 
The Cotton Trade, p. 53. 
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producers of both cane and beet sugar employ the facilities 
of the New York Coffee and Sugar Exchange for hedging. 
Dealers also employ the selling hedge as a protection against 
the raw sugar in their hands. A manufacturer who requires 
refined sugar and who cannot obtain his requirements imme- 
diately may safeguard his position by the purchase of 
futures. Then, as he obtains the refined sugar, he will close 
out his purchase of the futures. Canners and the manufac- 
turers, bakers, and wholesale grocers, all large-scale users of 
sugar, have thus a use for the protection afforded by the 
hedge. 

Hedging in the Coffee Trade.—The export movement of 
coffee has been controlled for many years by the Brazilian 
Government. So effective is the control exercised through 
its valorization scheme that price levels are to a large extent 
artificially maintained. This has tended to reduce interest 
in the market and to hamper its usefulness for hedging. The 
New York Coffee and Sugar Exchange, however, has en- 
deavored to aid hedging by broadening its market. Until 
1928 the contract traded in was a Rio contract, with Santos 
coffee deliverable at price differentials. This contract, 
known as Contract A, remains, but Santos coffee is no longer 
tenderable thereon; a separate Santos contract, known as 
Contract D, is now traded in. Trading in Rio and Santos 
separately insures a greater degree of accuracy in relative 
quotations and so makes the market more useful to the trade. 

Hedging in the Rubber Trade.—Rubber is an import com- 
modity, hence the majority of hedges placed by dealers con- 
stitute sales of the future against their takings in the primary 
markets in the Far East. The manufacturer of tires or other 
rubber goods, however, may employ both the buying and the 
selling hedge. A contract for the forward delivery of manu- 
factured rubber goods, when the crude rubber is not on hand, 
is protected by a purchase of the future for the month or 
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months when the raw material will be needed. The price 
of the manufactured goods will, of course, be based upon 
the price of the future; on the other hand, a selling hedge 
is employed when large stocks of crude rubber are carried 
and are not offset by definite forward contracts for the manu- 
factured article. 

The Banker’s Hedge.—tThe title of this section is chosen 
to point out the fact that, though bankers do no actual hedg- 
ing, they employ the hedge in a real sense for their own pro- 
tection. Let us say that a bank is applied to for a loan on the 
security of warehouse receipts for wheat. The prevailing 
price of wheat is $1.30 per bushel. The bank lends up to 85 
per cent of the prevailing market price, or at the rate of, say 
$1.10 cents per bushel. Now the price of wheat declines to 
$1.20 per bushel. When the loan was made, the bank was 
protected to the extent of 20 cents per bushel; now its pro- 
tection amounts to only 10 cents per bushel; and to maintain 
the same protection it had when the loan was made, it must 
require additional security from the borrower. But if the 
grain had been hedged at the time the bank made its loan, 
it would make not the slightest difference whether the price 
declined 10 cents or 50 cents per bushel. The hedge which 
protects the owner of the grain protects the bank’s margin 
of safety on its loan. 

Hedging in Silk—Trading in silk futures has not been 
carried on for a sufficient time to provide data as to the extent 
of hedging or the technique of the market. An illustration of 
employment of the hedge to protect a trade transaction is 
as follows: 

A dealer in raw silk is in receipt of an inquiry for an order 
of “crack double extra” from a silk mill, the silk to be 
delivered in October. The October future is then selling at 
$5.05. The dealer bases his price upon this figure, adding 10 
cents for his profit and 10 cents for credit, interest, carrying 
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charges, etc., and quotes the prospective purchaser a price of 
$5.25. Upon acceptance of his offer, he buys October futures 
at $5.05. The price of silk advances both in the cash and 
futures markets, and as a result of the advance the dealer 
pays $5.10 per pound for his raw silk. When the physical 
silk is acquired, he closes his hedge by sale of the October 
future which is then quoted at $5.10. The dealer’s trans- 
action now stands as follows: 


Cash Transaction Futures Transaction 
Sold-crack double extra @. $5.25 Bought October future @ $5.05 
Bought crack double extra Sold October future @.. 5.10 

(Oe AAAS ERO OIE TSE) 5.10 

PYORU pce sle esie seein etictets 05 

GrOssaorOll teesrrersmeterccrars 15 
Less carrying and other 

CHATS ES Vereie a tete siacerevslorercie 10 
Net profit on cash sale .. 05 
Plus profit on future .... 05 
Net profit on transaction . 10 


By employing the hedge, the dealer has realized his antici- 
pated profit. Without the hedge as protection, his profit 
would have been cut in half by the rapid rise in the price of 
raw silk. 

Hedging in Cottonseed Oil—Cottonseed, a highly perish- 
able product, comes on the market in October and approxi- 
mately 75 per cent of the crop is marketed within a period 
of three months. Crude oil mills, which crush the seed and 
sell the crude oil to refiners, are the purchasers of the seed. 
Although the seed crop is marketed within this short period, 
the mills may not crush some of their purchases until six 
months or a year later. In the meantime, they are subject 
to the risks inherent in the commodity and to risks of price 
fluctuation for crude oil. The mills protect the oil which is 
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in their tanks or which is still in the seed, unextracted, by 
sales of futures on the New York Produce Exchange. A 
large part of the market for the crude oil mills is furnished 
by the contra hedging operations of refiners. The refiner 
buys futures against his requirements, closing out his hedges 
later as the crude oil is bought from the mills. 

Summary.—A significant feature of hedging is its use in 
different industries by large units which are subject to an 
exceptional degree of risk. In the grain trades, we find the 
line elevators and terminal elevators to be the consistent 
users of the hedge as price insurance. In the cotton trade the 
merchant, with less control over the selling price of his goods 
than the spinner, hedges more consistently. In no line does 
the producer appear as a leading factor in actual hedging. 
But this does not mean that he does not benefit from it. Be- 
cause the grain elevator, the cotton merchant, the crude 
cottonseed oil mill and other middlemen who purchase from 
the producer can free themselves from risk of price fluctua- 
tion by hedging, they can do business on a narrower margin 
of profit than would be possible otherwise—and a narrower 
margin of profit means simply that the price to the producer 
is closer to the price for which the middleman sells than 
could possibly be the case if the middleman were compelled 
to take the full measure of price risk into account when quot- 
ing his offer to the producer. 


Chapter VII 
SPECULATION 


Nor infrequently futures exchanges are referred to as specula- 
tive markets, as distinguished from cash markets. The term 
is not incorrect if its application is understood. If it is used 
to imply that the futures market is solely a vehicle of specula- 
tion, the phrase is a mere demagogic catchword. If it is 
used and understood to mean that speculation is an integral 
part of the work of the futures markets, the definition is less 
faulty. The futures exchanges are of direct use to the com- 
modity trades in affording facilities for hedging purchases 
and sales. Providing a medium for this class of transactions 
is their principal economic function. But, as will be shown 
later, hedgers as a class are not sufficiently numerous to make 
possible a broad market. Another group of traders must be 
present—the speculators. Speculative trades are made by 
outsiders, not members of the exchanges, who buy and sell 
through commission houses. Speculative trades are also made 
by floor traders in the pit or at the ring of the exchange. 
Methods of the outsider and of the floor trader may differ, 
but their objective is the same—to gain a profit by anticipat- 
ing correctly the trend of prices, and to close their purchases 
or sales by an offsetting contract. 

The distinction between the speculative trade and the 
hedging trade is to be found solely in the intention of the 
trader. If the intent is to protect a transaction in the cash 
market, it is a hedge; if the intent is to trade for a profit, it 
is a speculation. In this connection it should be noted that 
the number of deliveries on any exchange furnishes no indi- 
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cation of the relative volume of hedges and speculative 
trades; as has been shown, the hedger does not deliver nor 
does he take deliveries. To assume, as is sometimes done, 
that a small proportion of deliveries to trades necessarily 
indicates that practically all trades are speculative, is to pro- 
ceed on a false premise. It would be as logical to reason 
that the same state of facts means that nearly all trades are 
hedges. It is our purpose in this chapter to ascertain the 
reasons for speculative activity in commodity futures; to 
examine attacks which have been made upon speculation and 
defenses which have been made, not with the purpose of 
proving a case for or against speculation as such, but for 
the purpose of considering the validity of attacks and de- 
fenses and of explaining the part which speculation plays in 
the workings of a futures market. 

Attacks on Speculation.—Speculative activity on organ- 
ized exchanges has been and is a subject of frequent attack. 
Paradoxically it comes under the fire of both producers and 
consumers—but the fires of the two groups are generally 
leveled at the opposite periods of the business cycle. When 
commodity prices are low, the producer is most vehement. 
It was no coincidence that the exchanges came under the 
heavy fire of producing interests in the nineties, the nadir of 
the last major downward cycle of commodity prices; nor is 
it a coincidence that agitation from producing interests be- 
came less intense and dwindled to a whisper as commodity 
prices swept upward in the next major cycle from 1896 to 
1920. With the commencement of another downward cycle 
of commodity prices we may expect again to hear increased 
attacks upon organized speculation’s depressing influence on 
commodity price levels. 

Another angle of attack has been that speculation is gam- 
bling, and hence should be abolished as something morally 
pernicious. Coupled with attacks upon speculation as 
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gambling, but deserving consideration as a separate com- 
plaint, is the fact that speculators of small means lose large 
sums in ill-advised trades, and that the ill effect of these 
losses by those who cannot afford to lose must weigh heavily 
in the scale against the benefits which commodity exchanges 
confer. 

Defenses of Speculation—Speculation as an economic 
factor has been defended upon divers grounds. It is stated 
that speculation anticipates price changes. By bringing about 
a gradual adjustment to the contingencies which the specula- 
tor foresees, rises and falls in prices are cushioned and, there- 
fore, less abrupt than they would be without speculative 
activity. 

A second defense is that speculation steadies prices; that in 
nonspeculative markets price changes are wide and fluctua- 
tions erratic, whereas in speculative markets prices move 
within a much narrower range. 

A third defense is that speculation welds markets together 
by keeping prices between different markets at a parity. 
Finally, it is advanced in defense of speculation in commodity 
markets that the risks incident to price changes may be 
shifted from the shoulders of grower, dealer, and manufac- 
turer to the shoulders of an unorganized body of professional 
risk takers—the speculators. 

Speculation and Gambling.—In considering any subject, it 
is well to have a workable definition at the start. When 
speculation is opposed as gambling, the contention is that 
speculation and gambling are the same; that the poker player 
is a speculator and the trader is a gambler, or vice versa. 
There is an obvious distinction between the poker player and 
the speculator which must occur at once to every fair-minded 
observer. The trader finds an economic condition of fluctuat- 
ing prices and endeavors to take advantage of it. The poker 
player joins with others in creating a situation out of which 
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risks develop, for the express purpose of effecting a hazardous 
gain. Speculation thus differs from gambling in this im- 
portant particular: that the gambler creates his own risk, 
while the speculator merely assumes risks. But this does 
not go far enough. If we were to stop with this as a distinc- 
tion between speculation and gambling, we should be com- 
pelled to meet the serious objection of the person who drew 
his analogy from the race track rather than from the poker 
table. He would point out that the layer of a bet on a 
horse race creates no risks and merely endeavors to profit by 
the uncertain factor inherent in horse racing, the relative 
speed of a number of animals. 

Wherein does the speculator differ from the man who bets 
and presumably bets scientifically on a horse race, consider- 
ing carefully the comparative past records of the entries, the 
conditions of the track, the ability of the riders, and other 
known factors? A comparison of these two transactions sug- 
gests that it will be necessary to go further than merely to 
distinguish between creating risks and accepting risks. We 
must consider the nature of the risk. The contract which is 
entered into by every person who buys or sells a future is an 
obligation, enforceable at law, to deliver or to accept and pay 
for a stated quantity of the commodity. There is no differ- 
ence between it and the legal obligation of the man who 
contracts to sell 10,000 bushels of wheat delivered at a distant 
point from his own elevator. The buyer or seller of a com- 
modity future at the instant he makes the purchase or sale, 
is an integral part of the marketing machinery. He may 
actually deliver the commodity or receive it, or he may step 
out of the transaction and never handle a bushel or a pound 
of the commodity. Nevertheless, at some time and for a 
time, he is a part of the distributive system. The layer of a 
wager, on the other hand, has no place in the channels of dis- 
tribution and no standing in courts of law. A speculator 
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acquires commercial rights and duties; the gambler acquires 
neither. 

Also in every gambling transaction there are two or more 
parties; somebody must win and others must lose. Specula- 
tion, however, involves no necessity of like losses and gains. 
Let us say that from January to May the price of May 
cotton rises from 20 cents a pound to 28 cents a pound, ad- 
vancing at the even rate of 2 cents a pound per month. 
Smith, a speculator, buys May cotton in January at 20 cents; 
he closes out his contract in February at 22 cents and the 
purchaser of his contract is Brown. Brown closes his con- 
tract in March at 24 cents, at which price Jones buys; Jones 
is led to accept a 2 cent profit in April, and Robinson buys 
at 26 cents as Jones sells, and closes out his trade in May. 
Here are four speculators, each one of whom has made a profit 
of 2 cents a pound. It is certain that only one person can 
possibly have lost in the course of this chain of speculative 
trades. If Smith’s purchase had been made from a short 
seller, the short seller would have lost; but if Smith’s pur- 
chase in January were made from anybody except a short 
seller, we would have a series of speculative trades with all 
profits and no losses. 

What of the consumer—does he lose? He does not be- 
cause in the delivery month, May, the price of the future 
and the price of spots come together and if the future were 
28 cents in May, spot cotton would then be selling at that 
figure or very close to it. 

After pointing out that distinctions between speculation 
and gambling cannot be made by law based on the subject 
matter of the transaction or on the form of the transaction, 
Dr. Hadley thus distinguishes between them:? 


* Article by Dr. Arthur Twining Hadley on “Speculation” in the Func- 
tions of the Legitumate Exchanges (Chicago: Hartzell, Lord Co., 1910), 
p. 229. 
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The difference between legitimate speculation and gambling lies neither 
in the subject matter nor in the form of the transaction, but in its 
intent and purpose. Legitimate speculation involves anticipation of 
the needs of the market and a power to assume risks in making con- 
tracts to meet these needs. 


Does Speculation Lower Prices?—Many complaints 
against speculation arise from agricultural producers, inspired 
by the inadequate prices their products bring when compared 
with the toil and risk involved. There is no intent to deal 
here with problems of farm depression. When speculation is 
attacked as an influence which lowers prices, there is too 
often an imperfect understanding of its rdle; there is perhaps 
more than a tinge of the fallacy that cost of production should 
determine the market price. 

Phases of the Contention that Speculation Lowers Prices. 
—While the proposition is not capable of exact proof, it seems 
a reasonable supposition that if speculation is a depressing 
influence upon prices, prices should be lowest when specula- 
tion is rampant. An examination of price trends and of the 
volume of trading in different commodities shows no such 
correlation. One example cited by J. G. Smith ? will be suffi- 
cient for illustration. In the year 1891, the price of wheat 
averaged $1.08. In that year, 1,604,450,000 bushels were 
traded in on the New York Produce Exchange. The follow- 
ing year the price of wheat averaged 89°34 cents, but the 
volume of trading had declined to 1,079,713,500 bushels. In 
1893, when less than a billion bushels were traded in, wheat 
prices averaged approximately 17 cents lower. Such a com- 
parison, of course, has only a negative value. It is probable 
that declining prices, coupled with the fact that in this par- 
ticular case business was going through a severe depression, 
was of itself sufficient to restrict speculation. On the other 


2 Organized Produce Markets (Longmans, Green & Co., 1922), p. 129. 
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hand, it is equally clear that the volume of futures trading 
had no effect upon the price trend. 

A more extended comparison of the volume of ates trad- 
ing and the price movement was made in the Report of the 
Commissioner of Corporations on Cotton Exchanges. The 
following is reproduced from Chapter VIII, Part 4, of that 
Report: 3 


CoMPARISON OF AVERAGE Spot Prices or MippLING Corton wITH VOLUME 
or Furure Sates, New York MARKET, AND WITH Corron Crop, 


1871-1897 
Year ended Future sales. Average C b peices 
August 31 — NewnYvorlee spot otton crop uture sales 
price ¢ to crop 
Bales Cents Bales Per Cent 

3,000,000 16.95 4,352,317 69 

4,933,700 20.48 2,974,351 166 

5,299,700 18.15 3,930,508 135 

6,187,700 17.00 4,170,388 148 

8,358,000 15.00 3,832,991 218 

7,233,650 13.00 4,632,313 156 
10,735,400 prs 4,474,069 240 
12,973,300 11.28 4,773,865 272 
25,410,600 10.83 5,074,155 501 
34,006,600 12.02 5,755,359 591 
28,800,900 11.34 6,605,750 436 
33,077,400 12.16 5,456,048 606 
26, 543,600 10.63 6,949,756 382 
24,632,100 10.64 5,713,200 431 
20,889,700 10.54 5,682,000 368 
23,270,600 9.44 6,575,691 354 
26,482,100 10.25 6,505,087 407 
25,763,900 10.27 7,046,833 366 
18,764,800 10.71 6,938,290 270 
22,138,200 11.53 7,472,511 296 
24,885,900 9.03 8,652,597 288 
34,187,200 7.64 9,035,379 378 
53,245,400 8.24 6,700,365 795 
37,888,400 7.67 7,493,000 506 
39,368,500 6.50 9,901,251 398 
56 , 469,000 8.16 7,161,094 789 
36,113,000 TM2 8,532,705 423 


4Compiled from Latham, Alexander & Co.’s Cotton Movements and 
Fluctuations. 

>From Census Bulletin No. 100, on Cotton Production, 1908. The crop 
figures here given are for crops marketed in the season indicated in column 
1. Thus the crop of 4,352,317 bales was grown in 1870, but marketed in 
the season 1870-71. The discussion in the following pages is on the same 
basis. Je, Pay 
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. it will be seen that the first phenomenal increase in the ratio 
occurred in 1879, when the total sales of futures were 501 per cent 
of the actual crop, or, to use a common expression, the crop was “dealt 
in five times over” on the New York Cotton Exchange. In this year 
of exceptional activity the average price of middling feil to 10.83 cents, 
as compared with 11.28 cents in the preceding year. In the season 
1878-79, however, for the first time in the history of the cotton trade, 
the crop exceeded 5,000,000 bales. In the next year, 1880, future sales 
were 591 per cent of a materially increased crop, yet the price rose 
from an average of 10.83 cents to 12.02 cents. Of course, it is not con- 
tended for a moment in this report that the heavy volume of future 
trading explains this great advance in price. It may be pointed out, 
however, that, other conditions being the same, an increase of about 
700,000 bales above the previous year’s record crop of 5,000,000 bales 
must have tended to produce a depression in the price. If the theory 
that a heavy volume of future trading depresses prices has any merit, a 
decided decline instead of an advance of over a cent might, therefore, 
have been expected in 1880. As a matter of fact, any depressing in- 
fluences were evidently offset by other conditions. The chief of these 
probably was the marked improvement in general trade which followed 
the resumption of specie payments in 1879. In 1882 the crop was dealt 
in six times over on the New York Cotton Exchange, yet the price 
advanced from 11.34 cents to 12.16 cents. The explanation undoubtedly 
is to be found chiefly in the sharp reduction of the crop, which fell from 
about 6,600,000 bales for the season of 1880-81 to 5,456,000 bales for the 
season 1881-82. In 1893 the ratio of future sales was highest for any 
year shown in the table, the crop being traded in nearly eight times 
over. This great activity was accompanied by an advance of 0.6 cent 
in the average price of middling. However, the crop for the season of 
1892-93 was short, falling 2,335,000 bales under that of the preceding 
season. 

Thus it will be seen that, pronounced activity in the future market 
has frequently been accompanied by an advance in the price of spot 
cotton instead of by a decline. Similarly, an inactive future market has 
frequently been accompanied by a decline. Thus in 1883, when the 
volume of future trading as compared with the crop was comparatively 
small, the price fell over 144 cents. For this season, however, the crop 
showed an increase of nearly 1,500,000 bales, which brought the total 
up to nearly 7,000,000 bales, thus exceeding all previous records. Again, 
in the season of 1893-94, when the volume of future sales fell off sharply, 
the average price of middling showed a decline from 8.24 cents to 7.67 
cents. For this season there was an increase of nearly 800,000 bales in the 
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crop. For the season of 1896-97 there was a heavy contraction in the 
volume of future trading, and again a fall in the price, namely, from 8.16 
cents to 7.72 cents. The principal reason undoubtedly was the increase 
of approximately 1,350,000 bales in the crop. 

The relationship between prices and volume of future trading may 
better be seen from the following summary: 


Years in Years in 
which _which 
volume of Price : volume of Price : 
future |movement Production future movement Production 
trading trading 
increased decreased 
NS 7ierrcra ere Declined | Decreased | 1881...... Declined | Increased 
UST Sipe ee do Increased |} 1883...... do do 
STO ee ie ose do do 1884...... Practically | Decreased 
1380 Fac. oe Advanced do unchanged 
SS 2 peels do Decreased 
ESRC aces oe Declined | Increased | 1885...... do Practically 
DSS Giae sis'e Advanced | Practically unchanged 
unchanged 
SOO Ri ean do Increased | 1888...... do Increased 
1 SOMMe ee Declined do NSSOpeeaere Advanced | Decreased 
SOD eon do do USO4S meas Declined | Increased 
OORT, oe an Advanced | Decreased | 1897...... do do 
SOR Rees Declined | Increased 
SOGHe ee Advanced | Decreased 


From this summary it appears that of the thirteen years for which 
the volume of trading showed increases the average price advanced in 
six and declined in seven. In the eight years when the volume of 
future trading showed a reduction, there was only one in which the price 
of middling cotton showed an appreciable advance. It is not intended 
here to leave the impression that there was any necessary connection 
between these facts; instead, it is perfectly safe to say that the changes 
in price are chiefly attributable to the changes in production. Thus, 
out of the eleven years in which there was a decline in the price of 
middling, there was in ten years an increase in production and in only 
one year a decrease. On the other hand, of the seven years in which 
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there was an advance in the price, four showed a decrease in production, 
only two an increase, and in one production was practically unchanged. 
Of the three years for which the price was practically stationary, one 
showed a reduction in the crop, and one an increase, while in the third 
year the crop itself was practically unchanged. It will be seen, therefore, 
that a heavy volume of future transactions has by no means usually 
been accompanied by a decline in the price of cotton. Indeed, the table 
shows that an increase in the volume of future trading has frequently 
been accompanied by an advance in the price. In most such cases, 
however, there was a reduction in the crop. 

What these figures really seem to show is that the volume of speculation 
is usually greatest in times of higher prices and that this increased 
volume probably is a result of advancing prices and not necessarily a 
cause. It is an accepted fact that the great mass of speculators are 
more active in times of high prices than in times of low prices.4 

Another aspect of the effect of speculation upon prices is 
the question whether prices are unduly depressed in the crop- 
moving season and later raised so that the producer always 
obtains a low price. At the outset it must be emphasized 
that if speculative trading were unknown it would be a 
normal condition for prices to be lower in the crop-moving 
season than at a period six months hence. This is a simple 
example of the operation of the law of supply and demand. 
When the prices of representative commodities throughout 
the year are examined for a period of years, it is apparent 
that there is an evenness rather greater than might be ex- 
pected in the case of commodities which move to markets 
within a few months, supplying the markets at one time, 
while demand is scattered throughout the year. In his book, 
The Value of Organized Speculation, H. H. Brace points out 
that in a ten-year period, the average difference between 
September and May prices was only 2.9 cents, so that, con- 
sidering elevator charges, a farmer would have gained little 
or nothing by holding his wheat through the winter. A 
similar comparison is made in the Report on the Winnipeg 


“Report of Commissioner, etc., on Cotton Exchanges, pp. 273-276. 


132 COMMODITY EXCHANGES 
Grain Exchange, a statement submitted by that body to the 
Royal Grain Inquiry Commission in 1921.° 


The fallacy of the argument that when the farmer has wheat to sell 
the price is low, and that after he has sold his wheat the price is high, 
is shown in the following table: 


Rance or Prices AT WINNIPEG FOR ONE NorTHERN WHEAT IN OCTOBER 
AND May—1908 To 1914 


October | May 


High Low Av’ge High Low Av’ge 
c c c c c c 

1908 100.00 96.18 98.09 1909 128.38 120.88 114.63 
1909 99.75 94.50 © 97.12 1910 100.25 86.50 93.37 
1910 100.25 91.75 96.00 1911 96.25 93.50 94.87 
TOU LOZ: OO Oe 50 mn IONS 1912 104.75 102.75 103.75 
1912 94.00 88.00 91.00 1913 95.00 91.38 93.18 
1913 82.62 78.00 80.31 1914 96.62 90.38 93.50 
Pre-war period—six years 93.71 98.88 


The comparison is between the cash closing price Fort William in the 
month of October as compared with the month of May, from 1908 to 
1914, inclusive. 

It would have paid the farmer to have held his wheat in 1908, as 
there was a difference between the average October price and the average 
May price of 16.54c. a bushel. 

There were two reasons for the increase in the price for that year, 
one was the shortage of wheat in the United States, and the other was 
the influence of the “Patten corner.” 

In 1909 and in 1910 the average price in October was more than the 
average price in May. The farmer would have lost the difference, and 
also the carrying charges on his wheat, had he held it those two years. 

In 1911 and in 1912 the average in October was a little lower than 
in May. Had the farmer held his wheat those years, the additional 
price that he would have gained in May would not have paid the carry- 
ing charges on his wheat. 

In 1914 the average in the month of May was 13.19c. more than 
in the previous October. 

Taking the whole of the six years, the average October price was 


°Pp. 42, 43. 


SPECULATION 133 


93.71c., and the average May price 98.88c., a difference of 5.17c. a 
bushel, which would not have paid carrying charges on the wheat.® 

A comparison between mean prices for wheat at Chicago 
in October and in May for the period 1890-1927 has been 
made, using the figures of the Chicago Board of Trade. The 
average range of wheat in October, excluding the war years, 
was 945¢-1.1114 and the average range in May, 1.0514-1.27%%. 
The spread between the mean of October and the mean of 
May was 131% cents. 

A comparison of cotton prices at New Orleans for the 
period 1827-1909 is interesting in the same connection. 
During the first forty-four years of this period there was no 
futures market, and from 1871-1909 there was organized 
futures trading in New Orleans and New York. During the 
first period, 1827-1871, the highest mean prices were recorded 
in September in ten years. There were seven years in which 
August prices were the highest, and five years in which 
July, and five years in which October, prices were highest. 
In only three years of the forty-four were May prices the 
highest, and in only two years were June prices the highest. 
During this same period, the lowest prices were reached in 
September in eight different years; in five years December 
prices were lowest, while March and November were the 
two months of lowest prices in four separate years. Lowest 
prices were not reached in October or June in any year of 
the forty-four. 

In the period from 1871-1909, there were eleven years in 
which September prices were highest, six years in which 
August prices were highest, five years in which July saw 
peak quotations, and four years when May registered the 
peak. Only once in this period were April prices the highest 


®*The average price in the above report is really a mean between high 
and low and not an average of all prices for the month. 
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of the year, while the months of June and January were 
highest for three years each of the thirty-eight. Lowest 
prices were recorded in August for six years, and in Novem- 
ber for seven years. There were four years in which Sep- 
tember, October, and December prices were low. 

These various price comparisons are suggestive rather of 
an evenness of price adjustment throughout the twelve 
months than of any marked rise at one season or decline in 
another. They suggest not that speculation operates to de- 
press prices in the crop-moving season, but the reverse: that 
because the dealer anticipates demand at the time he buys, 
and because he can finance his purchase by hedging sales, 
the price realized by the producer is closer to the price paid 
by the consumer than would probably be the case if specula- 
tive markets were not in existence. 

In referring to the influence of speculation upon prices, the 
conclusion appears justified that speculation as such is not 
a material factor in lifting or depressing price levels. Manip- 
ulation will be referred to later; we are referring here to 
legitimate speculation without considering the influences of 
concerted action taken for the ulterior purpose of controlling 
prices. 

Does Speculation Steady Prices?—It is first necessary to 
define what we mean by steadying prices. In any specula- 
tive market, oscillations are more frequent than in a non- 
speculative market. There are more frequent changes of 
price. What is meant by steadying the market is that the 
range of these oscillations is less than it would be if specu- 
lation were not present. This question is one which does not 
lend itself readily to statistical proof. Various attempts have 
been made to support the contention that speculative trading 
steadies price movements. We shall comment upon these 
methods, but it is to be observed in advance that none is 
entirely satisfactory. 


SPECULATION 1385 


A frequently used statistical method is that of comparing 
price fluctuations in a commodity before and after future 
trading was inaugurated. The grave objection to this 
method is that it leaves out of account changed conditions 
of transportation and distribution. Sometimes the periods 
compared are so far removed as to be ludicrous. Wide price 
fluctuations of commodities in the Middle Ages have been 
compared with the relative steadiness of prices in our mod- 
ern economic society; but of what value is a comparison of 
prices in a distributive system when railroads, steamboats, 
and even efficient wagon transportation were unknown, with 
modern conditions, when trainloads and shiploads move with 
a speed which makes the world a smaller place in 1928 than 
Western Europe was in the Middle Ages? Nor is there a 
parallel between conditions in the 1850’s and any decade of 
the twentieth century. Cotton prices prevailing in the six- 
ties cannot be compared with cotton prices prevailing today. 
The fast freighter has succeeded the clipper ship, and the 
fast freight and modern lake transportation have replaced 
the slow-moving railroad train and lake shipping. It may 
be remarked that comparisons which have been made almost 
invariably indicate a narrowing in the range of price fluc- 
tuations. In this narrowing of the range it is possible that 
future trading exerts an influence; but regarding the method 
as inherently unsound, such comparisons will be dismissed 
simply with the observation that their conclusions are rather 
favorable to future trading as a steadying influence than 
adverse to it. 

A more valid method is a comparison of fluctuations in 
commodities in which futures trading is carried on with com- 
modities which have no futures markets. Here again the 
method is imperfect. Growing and marketing conditions for 
different commodities are so dissimilar that fluctuations in 
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potato prices cannot be compared with fluctuations in wheat 
prices and a valid conclusion reached that, because the latter 
are narrower, organized future trading is the sole cause. One 
such comparison is that made between the prices of wheat, 
barley, and oats for the period 1899-1916 by Professor 
James E. Boyle. Wheat and oats were subject to futures 
trading, and barley was not. The comparison for the period 
shows a higher degree of fluctuation in barley than in the 
other two commodities.’ 


Year Wheat Barley Oats 
psy Micetecertts cic secs oaks 24.2 per cent 57.1 per cent 46.7 per cent 
OOO Dieisiaicia ss sete ss BOG oe Bs 9264 5 ae 20:0 ote 
OW Lames orcs cicttie dass PAH A Roth ge ase Coawe elo 10755 eae 
OOD sie a's east e 2% AOS ae ce O33 etna 1032; 1s 
ROS tats tots oh ss caren VE ea Rg (oak at ALO gore 
MOU Aiea shotete teres acoia'e DO tae Pee LOS oun mere 62.9 
MONDO e aatcce were ceveiee BO 2 Hy sel Macatee S807 Es 
OOO RES lcs sr nies koi 2 ADD Ee G2 ae AS oe 
POU eR siete sicises s.0 ace (Ae iy To mete. 68.6 “<8 
OOS Or bitte esto ecaie a © a ar 1304563 poe OLS ee 
OMe RietecacSiis iisie ck Od ed oe OOO watt PPA BSE Us 
ON oe sae se ota coe AS a a 11432029 Li Oy Ql tan 
OU UE Mei tars cate sas oe AOE ee 152.6) 65.87% Gare 
NOE Orakei Par a ASO hoe 233 Bai lee 03 4 Sea 
TOUS Beis s k eror ates vere s <'s AS ee 102A ean ge i i Wade 
POLLS bese ors o o'5/s tara OULD ce taar POD ah eae 526. ae 
HOMME Ie aia e ote veers ff 6 elena bo Es allah ie G32 lee 
OO ati. Citas sink ss Qi3. 6 aE L206 52.0. fae 


Another comparison between a commodity, the subject of 
futures trading, and other commodities is that of prices of 
wheat, onions, potatoes, and apples contained in Orderly 
Marketing, a publication of the Minneapolis Chamber of 
Commerce. Prices of all of these commodities are averaged 
for each month of the crop year for a period of twenty-nine 


7 Speculation and the Chicago Board of Trade (Macmillan), p. 123. 
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years. The average fluctuation in wheat prices from low to 
high was 5.36 per cent. On the other hand, onions fluctuated 
more than 10.9 per cent, and apples went through a price 
fluctuation of almost an even 100 per cent. The change in 
potato prices is shown to be 68 per cent. Recalling again 
that this method of proof is not positive, it is, nevertheless, 
to be observed that it is one of the best methods available, 
and the evidence points strongly to the conclusion that there 
is more than a casual relationship between futures trading 
and price stability. 

Speculation Levels Prices Between Markets.—With 
modern methods of communication, in all probability the 
price of cotton in New Orleans, New York and Liverpool 
would be maintained in fairly close relationship whether or 
not futures trading were carried on. But the adjustment is 
far more rapid with the arbitrageur ready to act instantly 
to take advantage of a situation when prices on the different 
markets get out of parity. The futures markets are sensitive, 
and hence respond with rapidity to news received from other 
great market places. Without advancing the proposition 
that futures trading is the only means of leveling prices be- 
tween markets, it may be stated without reservation that 
it is an important contributory influence. 

The Speculator’s Assumption of Risk.—Possibly all of the 
other services performed by the speculator may be regarded 
as unimportant in comparison with his work as a risk taker. 
Let us imagine a market in which there are no speculators, 
but only commercial interests placing hedges. We will as- 
sume that this condition exists in the wheat market. Ele- 
vators buy wheat as it comes to the market in the fall 
months, and they are then engaged in selling futures as a 
hedge. Now when the hedger offers to sell a future, he must 
be assured of a ready purchaser—one who will take his 
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future at but a narrow price difference from the level at 
which the hedger calculated he could sell. The large buyers 
of futures as hedges are the millers; but the millers do not 
concentrate their hedge purchases in one trading month. 
Their contracts of flour are spread throughout the year, and 
their hedges are likewise distributed. The flood of hedge sell- 
ing from the elevators would meet with but a partial re- 
sponse. The sales would overwhelm the demands from 
purchasers and the elevator owners’ market would sink be- 
neath it. In every market the hedger depends upon the 
speculator. A speculator is present, ready to assume the risk 
regardless of season. He buys the elevator’s hedging con- 
tract; he sells at other times of the year when the miller is 
buying, and he is performing a function of genuine value. He 
has been likened to an insurer and the likeness, while not 
exact, is apropos. An efficient market—that is, one where 
abnormal price fluctuations cannot be produced by seasonal 
selling or buying—cannot carry on with only commercial in- 
terests represented. The presence of the speculator is im- 
perative to the making of a broad market. 

Speculators Provide a Broad Market.—The term “broad” 
market means a market which is capable of absorbing all 
offerings in the course of the normal trading day without the 
price of the commodity being affected by mere volume of 
sales. Perhaps a more descriptive term would be a “solid” : 
market. The volume of speculation in a market contributes 
greatly to its breadth or solidity. On the Chicago Board of 
Trade, 5,000,000 bushels of wheat have been traded in with- 
out depressing the price more than 1% of a cent per bushel. 
A broad market is essential for successful use of the hedge 
and because his presence makes a broad market, the specu- 
lator is a necessary aid to the hedger. 

While speculators act for themselves, they may be said to 
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act in a representative capacity when we consider the effect 
which their combined operations exert upon prices. The 
bulls are in the market representing the producer. Their 
efforts are to make profits for themselves, but the force of 
their buying contributes also to higher prices for the grower. 
The bears, on the other hand, represent manufacturers and 
consumers. While the aim of each individual short seller is 
a profit for himself, every user of the commodity benefits 
from whatever effect he may exert toward making the price 
of the commodity low. 

In every market a fair part of the speculative trading is 
done by the floor trader. The volume of his purchases and 
sales contributes greatly to make a broad market; but the 
very nature of his operations, 7. e., buying or selling for a 
quick turnover, makes him a negligible factor in influencing 
prices. “But the scalper exercises no influence on the ex- 
changes. He is trading for the next fluctuation; that is all 
he is doing. What he buys this minute it is known that he 
is going to sell in the next two or three minutes, and when 
a man has bought a thing and is going to sell it again 
immediately, and he buys it and sells it back and forth, it 
cuts no figure and has nothing to do with disturbing values 
from either the farmer’s or consumer’s standpoint.” § 

Short Selling.—Perhaps the use of a futures contract as a 
medium for short selling has subjected it to as much criti- 
cism and attack as all other factors combined. The purpose 
here is neither to uphold nor to condemn, but to examine 
the mechanism and uses of a short sale, with a view to show- 
ing how it is made and the legitimate functions which it 
serves, 


®Statement by John C. F. Merrill before the Scott Committee, quoted 
in The Functions of Legitimate Exchanges, Hartzell, Lord Co., Chicago, 1910, 
p. 251. 
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The most quoted adage about short selling declares that 


“He who sells what isn’t his’n 
Must buy it back or go to prison.” 

The best that can be said about it is that the law is as bad 
as the quality of the verse. Unless a statute should make 
short selling a penal offense, no short seller is in any danger 
of prison because of that act alone. The mechanics of the 
short sale of a commodity are much simpler than those of 
a short sale of stocks. A person who believes that the 
price of General Motors is too high in relation to its earning 
power may sell it short. Now there are no time contracts 
on the Stock Exchange. He makes his sale and he must 
deliver the following day. Not owning any stock of General 
Motors, he must borrow in order to make delivery. The 
lender will not part with his stock without security; conse- 
quently, he receives cash to indemnify him for the loan. 
The short seller now has the lender’s stock; the lender has 
the short seller’s cash. The short seller delivers the lender’s 
stock on his contract. Until he returns the stock, which 
he will do when he covers his short sale, he pays the lender 
any dividends which are declared. On the other hand, the 
lender pays the short seller interest on the cash which forms 
the security for the loan of the stock. If the demand for 
a stock is great and the supply limited, the rate which lend- 
ers will pay goes down. Demand may be so great in rela- 
tion to supply that the lender will pay no interest at all. 
The stock then lends “flat.” If there is a squeeze, it lends at 
a premium, 7. e., the borrower not only has to give cash as 
security but he has to pay a premium to the lender for the 
use of the stock. 

The short seller of a commodity faces none of this com- 
plicated procedure. He makes his sale on a time contract. 
He sells for delivery in some distant month; consequently, 
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until the arrival of the delivery month he is only required 
to keep his trade margined to the market price. When the 
delivery month arrives, he must cover his sale or make 
delivery. 

Short selling is most frequently attacked on the ground 
that it artificially depresses prices. When a price decline 
occurs in any commodity dealt in on futures markets, the 
short seller alone is usually given credit for bringing the 
debacle about, unaided by conditions of demand and supply 
or anything except the alleged all-powerful weapon of the 
short sale. The following declaration by Senator Capper 
announced the proposed introduction of a bill to limit trad- 
ing interests and prohibit short selling: 


Inasmuch as selling, and nothing but selling, forces a decline, and inas- 
much also as 90 per cent of the selling is done by gamblers selling short 
to force a decline, it follows logically that speculative selling is the 
dominant factor in forcing a decline in the wheat market. The market’s 
two great abuses are short selling and excessive speculation. 

In the first three days of the “bear raid” which started in May the 
futures transactions were 97,400,000, 90,300,000 and 93,700,000 bushels, 
respectively, or almost as much wheat as the entire crop grown this year 
in this country’s premier wheat State. This hammering was continued 
until on July 23 wheat closed at $1.1814, about where it remained through 
the balance of the month, as compared with $1.7014 April 30—a decline 
of 52 cents a bushel. 

Naturally the gamblers took advantage of all the technical conditions 
in the market, especially the ancient stunt of “touching off” stop-loss 
orders placed behind their operations by the optimistic chaps who were 
hoping for an advance. And they made full use, too, of bearish propa- 
ganda. Finally, there was a thorough “shaking out” of the last of the 
“longs” who had bought at above $1.30. 

I am wondering if there is anyone left who will have the hardihood 
to pull that time-worn shibboleth about the wheat market responding 
solely to the “law of supply and demand.” That explanation had 
whiskers on it before the present generation of gamblers was born, and 
when a market rigger can artificially increase the supply of wheat 
10,000,000 bushels overnight, what is the use of prattling about a law of 
supply and demand? (The Journal of Commerce, New York, Aug. 13, 


1928.) 
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Now, let us grant the premise, that short sales increase 
the supply of the commodity. For every sale there must 
be a purchase—for every seller, a buyer. If demand is not 
strong enough to absorb the volume of selling, prices recede. 
But if buying power is sufficient to absorb the selling, the 
ensuing price movement will not be a decline, but an ad- 
vance, and an advance to which the covering of the shorts 
will contribute. Six days before the date of Senator Cap- 
per’s announcement, the Journal of Commerce, in a Chicago 
dispatch, told of the establishment of settlement prices for 
shorts who were trapped in July corn and defaulted on their 
sales. Evidently selling was taking place in corn at the 
same time that the selling in wheat was being carried on. 
But the short selling in corn was ineffectual to stem the ris- 
ing trend of prices. Thus in the same market, short selling 
in different grains, carried on at the same time, resulted in 
diametrically opposite price movements. What is the reason 
for this? 

Let us trace the development of the world wheat crop in 
1928. About the middle of May, the winter wheat crop 
was expected to be 486,000,000 bushels, or 12 per cent under 
the 552,000,000 bushel crop of 1927. The outlook was also 
for a spring wheat crop smaller than that of the preceding 
year. A month later, the Government estimate placed the 
winter wheat crop at 512,000,000 bushels, an increase of 
26,000,000 bushels over the preceding estimate. Private 
estimates at this time placed the spring wheat crop at 252,- 
000,000 bushels and growing conditions in Canada were 
known to be favorable. By the middle of July, the Govern- 
ment estimate of the winter wheat crop had been raised to 
544,000,000 bushels, an increase of 32,000,000 bushels over 
the June estimate, and the spring wheat crop was placed 
at 256,000,000 bushels, a 4,000,000 bushel increase. By the 
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middle of August, the total United States crop, which, in 
May, was expected to be smaller than that of 1927, was 
estimated to be 891,000,000 bushels, compared with the 1927 
total of 873,000,000 bushels. Unofficial estimates were plac- 
ing the Canadian crop at 500,000,000 bushels. The total of 
the United States crop was again revised upward in Sep- 
tember to 901,000,000 bushels, and in October to 904,000,000 
bushels. The Canadian crop, in September, was placed at 
550,000,000 bushels, compared with 440,000,000 in 1927. <Ac- 
cordingly, in October, the expectation was for a crop in 
North America of 1,454,000,000 bushels, compared with 
992,000,000 bushels the preceding year, and an exportable 
surplus of 680,000,000 bushels, compared with 538,000,000 
the year before. In addition to these increases, there was 
a carry-over of 100,000,000 bushels from 1927, and by Oc- 
tober it was known that the crop in 21 European countries 
would approximate 1,374,000,000 bushels, against 1,235,000,- 
000 bushels in 1927—with Australia and the Argentine yet 
to be heard from. 

The foregoing résumé of the statistical position of wheat 
in 1928 indicates that there was only one direction in which 
prices could possibly have moved—and that was down- 
ward. The exportable surplus of the United States and 
Canada was greater; the import requirements of Europe 
were smaller. 

To take one more aspect of the question: On August 18, 
before the first official estimate of the Canadian crop was 
out and before European estimates were out, December 
wheat was selling at $1.167% per bushel. The price later 
touched $1.135£, but on October 17, two months later, with 
the full extent of North America’s and Europe’s bumper 
crops realized, the price was $1.1534. The speculators who 
sold wheat early in the summer had forecast conditions 
correctly. 
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A declining market in which heavy short sales have been 
made, has had its fall cushioned in advance. Every short 
seller is a potential buyer. As the price declines, the buying 
of short sellers who cover their trades tends to offset panicky 
selling of bulls who bought at higher prices. 

The following analyses of short selling, written many years 
before the 1928 wheat crop suffered from falling prices, 
present the reasoned judgment of two economists whose 
opinions deserve attention: 


Nine-tenths of the people are by nature “bulls,” and the higher prices 
go, the more optimistic and elated they become. If it were not for 
the group of short sellers, who resist an excessive inflation, it would be 
much easier than now to raise prices through the roof; and then, when 
the inflation became apparent to all, the descent would be abrupt and 
likely unchecked until the basement was reached. The operations of the 
“bear,” however, make excessive imflation extremely expensive, and 
similarly tend to prevent a violent smash, because the bear to realize his 
profits, must become a buyer when he covers... . Short-selling, instead 
of unduly depressing prices as many would have us believe, is often the 
most powerful support which the market possesses. It is an ordinary 
affair to read in the press that the market is sustained or put up at the 
expense of the “shorts” who, having contracted to deliver at a certain 
price can frequently be driven to “cover.” Short-selling is thus a 
beneficial factor in steadying prices and obviating extreme fluctuations. 
Largely through its action, the discounting of serious and unfavorable 
events does not take the form of a sudden shock or convulsion, but, 
instead, is spread out over a period of time, giving the actual holder 
of produce ample time to observe the situation and limit his loss before 
ruin results.? 

The familiar argument is, that short selling is a selling of products 
that do not exist, in addition to those that do, and so furnishes a cor- 
responding increase of supply, which necessarily depresses prices; and 
figures representing enormous sales are brought forward as statistical 
proof. These sales, however, are also purchases, and the question of their 
amount is of no importance. They represent a speculative demand as 
well as a speculative supply, and the real question is whether the 
speculative forces on the short side are stronger than those on the long 

°S. S. Huebner, “The Functions of Produce Exchanges” in American 


Produce Exchange Markets (American Academy of Political and Social 
Science, 1911), pp. 19, 20. 
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side of the market, and whether the speculative supply or demand is 
warranted by actual conditions. It is the fact that they sometimes are 
not, which gives rise to the idea that speculative prices are “independent 
of demand and supply.” .. . 

Perhaps the most potent influence in preventing wide fluctuations is 
the much maligned short-seller. It is he who keeps prices down by 
his short sales, and then keeps them strong by his covering purchases. 
This is especially true in the case of inflation followed by panic. If it 
were not for strong short selling when the market becomes inflated, prices 
might rise to almost any extent before the final crash. Now the rise 
tends to be checked by the efforts of shrewd operators to take advantage 
of the inflation. On the other hand, when prices begin to tumble, they 
are kept from going as low as they otherwise would by the purchases 
which the shorts have to make to cover their contracts. Thus prices 
at both ends of a panic are less extreme than they would be without 
short selling.1° 


So well is the cushioning effect of a short interest recog- 
nized on the Stock Exchange that when a rapid run-up in 
price has driven shorts out of a stock, it is considered in a 
technically dangerous position. A market without short 
selling, if speculation enters at all, is bound to be a market 
of wide and violent price swings. The Florida real estate 
bubble is sufficiently recent to lend point to this principle. 
Reckless speculation pushed prices of Florida land up to 
levels which had no economic justification. When the in- 
evitable end of the boom came, prices collapsed. Nothing 
had happened to affect the value (not the price) of Florida 
land. The market had simply disappeared. If it had been 
possible to make short sales of real property, undoubtedly 
they would have been made in abundance as prices mounted. 
Some premature short sellers would have been trapped; 
others would have remained short until the decline set in. 
Their covering purchases would have afforded the best mar- 
ket for realty at the time. 


*°H. GC. Emery, Speculation on the Stock and Produce Exchanges of the 
United States, pp. 119-121. 
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Regulating Speculation.—Speculation often bears the 
brunt of attacks which are really directed against manipu- 
lation. By speculation is meant the buying or selling of 
traders who expect to profit by a rise or decline in prices, 
but who are not acting in concert or attempting to gain 
control of supply. By manipulation is meant concerted or 
concentrated buying or selling with the object of forcing 
prices materially higher or depressing them inordinately 
through the volume of such sales. Manipulation for higher 
prices may result in corners or squeezes. A corner is a con- 
dition where one operator controls so much of the supply 
that contracts to deliver cannot be fulfilled except at prices 
which he dictates. A “squeeze” is a little corner, occurring 
in futures for some one month. 

It has been many years since a corner has occurred on 
any commodity exchange. The spectacular corners of past 
years were not always successful, nor were some of the 
reputed corners effective at all. Some brought ruin upon 
the operators who engineered them. The by-laws and rules 
of commodity exchanges today are framed designedly to 
prevent the occurrence of corners. 

The squeeze is less spectacular than the corner and it is 
still possible on a small scale. By-laws have been adopted, 
however, designed to prevent a squeeze from being effective 
if the price is forced above the fair market price for the 
commodity in cash markets. The following by-law of the 
National Raw Silk Exchange is illustrative of this phase of 
exchange regulation: 


Sec. 79. Where a member who is obligated to deliver raw silk on a 
future delivery contract fails to deliver at maturity, he shall pay to the 
buyer as damages the difference between the contract price and the 
true commercial value of the raw silk at maturity. Such damages 
shall be assessed by a committee of three members appointed by the 
President and approved by the Board. The true commercial value of the 
raw silk shall be determined in the light of its value in other established 


SPECULATION 147 


markets, its value for manufacturing or consumption purposes, and such 
other facts as may properly be considered. The committee shall also 
assess against the seller as additional damages between one and ten per 
cent of such fixed value. The entire award of damages shall be payable 
immediately after its assessment. 

By exchange legislation such as this; by the elimination of 
the bucket shop; by the adoption of by-laws limiting the 
extent of price fluctuations in a single trading day—the ex- 
changes have put forth efforts to make their speculative ma- 
chinery reasonably free from abuse. It is more than possible 
—it is probable—that other reforms will be made as the oc- 
casion arises. To the extent that the exchanges are alert to 
exercise leadership and to effect reforms, when necessary, 
from within will their position as great market places and 
valuable elements in the distribution and financing of com- 
modities be strengthened. 


Chapter VIII 
CROP REPORTS AND MARKET PRICE STATISTICS 


Commopiry exchanges have-been aptly termed clearing 
houses of information. It is of the highest importance to 
members that the exchanges collect information; and in 
making public data bearing upon supplies, movements, and 
withdrawals of the commodity and the current prices of 
contracts for future delivery, they perform a service of value 
to producer, merchant, and manufacturer. Modern methods 
of communication link markets closely together. There are no 
commodities traded in on organized exchanges whose prices 
are not subject to influence by developments in widely sep- 
arated parts of the globe. Approximately one-half of the 
world’s wheat crop is produced in Europe and Asia (exclu- 
sive of India), and is consumed by the producing countries. 
Approximately one-half is produced in the United States, 
Canada, India, the Argentine, and Australia, which are nor- 
mally exporting countries. A short crop in any one pro- 
ducing country does not mean a high price, for an increased 
output in other countries may offset the shortage. The 
price of wheat futures represents not the outlook for pro- 
duction and consumption in the United States and Canada, 
but it is a price based upon every known factor affecting 
supply and demand throughout the world. A bumper crop 
in the Argentine, with a prevalence of black rust in the 
Northwest states, will be reflected in prices long before the 
crop comes to market. So damage to the cotton crop in one 
area of producing territory is reflected in the price paid for 
every pound of cotton which comes on the market. 
148 
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Since the exchanges are markets for dealing in futures, 
their members must have accurate, complete, and up-to-the- 
minute information in order to enable them and their cus- 
tomers to discount events months ahead. If commodities 
grown in widely separated territories were marketed locally, 
prices in each area would reflect local conditions only. They 
might have no relationship to worldwide supply and demand. 
The exchanges accordingly gather information from all over 
the world, relating to (1) the production of the commodity, 
(2) the percentage of the crop which has moved to export 
points, (3) supplies afloat or on the way to primary markets, 
(4) arrivals in primary markets, (5) exports from this coun- 
try (in the case of an export commodity), (6) the total 
visible supply, (7) demand or “takings” if statistics are 
available, and (8) certificated supplies in licensed ware- 
houses available for delivery on futures contracts. 

Not only is information regarding the commodity assem- 
bled, but every exchange maintains the closest touch with 
the prices in markets abroad and on other exchanges in the 
United States. Prices prevailing in spot markets and other 
futures markets are transmitted by telegraph and cable. 
Not for an instant of its existence is a commodity exchange 
a market standing by itself. It is part of a closely related 
and interconnected worldwide market. 

Information about the commodities in which it trades 
and the record of prices which prevail on its floor is made 
available to the public by the exchange in daily, monthly, 
and yearly reports. 

Importance of Reports and Statistics—The value of the 
exchange’s work as a compiler and publisher of commodity 
data and price records is summarized by Professor S. 8. 
Huebner as fourfold: 


(1) It makes possible the discounting of the future, 7. e., it enables 
dealers and speculators to exercise their best judgment at once in the 
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form of actual transactions, and thus to reflect this current information 
in the quotations long before it would otherwise be impressed upon the 
general public. Thus, the effect of a short or bumper crop upon 
prices is reflected, i. e., discounted, weeks in advance.... (2) It 
steadies prices. The daily discounting of current events makes unneces- 
sary, except in rare instances where manipulation has interfered with 
the smooth working of the organized market, a sudden decline or 
rise in price upon the wide publication of events which have been slowly 
developing. ... (3) It helps to regulate the rate at which the year’s 
crop is consumed. ... It is a well-recognized fact that the exchange 
quotations for contracts which call for delivery in the new crop months 
depend not entirely on the prospects of a new crop, but are vitally in- 
fluenced by the smallness or largeness, as compared with previous years 
of the old crop yet unsold, as reflected by the “visible supply,” or by 
statistics relating to holdings which have not yet left the producer’s 
hands. (4) It serves to “level” prices between different markets. Refer- 
ence is had here to the practice of “arbitraging” between markets.t 


In some commodities the exchange statistics are the best 
and most widely used of all sources of information. This is 
so in the coffee trade. The New York Coffee and Sugar 
Exchange publishes information regarding growing condi- 
tions in Brazil, the movement of coffee in vessels from Bra- 
zil to import points, stocks on hand in different primary 
markets, the receipts and deliveries daily, weekly, and 
monthly, and the prices prevailing in Rio de Janeiro and 
European markets. The records of the Coffee and Sugar 
Exchange of the movement and supply of the crop are of 
the utmost value to dealers in this country and abroad. 

The Importance of Price Quotations.—The machinery for 
reporting the prices at which transactions are made on the 
exchange floor has been described elsewhere. Through the 
ticker service, the prices prevailing in every trading month 
are a matter of public knowledge almost immediately after 
the trade has been executed. In evening and morning papers, 
summaries of the prices prevailing for each future are pub- 

*“The Functions of Produce Exchanges” in American Produce Exchange 


Markets (American Academy of Political and Social Science, 1911), pp. 17-21. 
See Chapter IV. 
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lished on the financial page—the high, low, and closing quo- 
tations being usually given. Prices prevailing for commodity 
futures are not only available to the public, but they become 
a matter of public record in the daily press. No individual 
interested in the commodity need be in the dark as to the 
price prevailing on the exchange for contracts for immediate 
delivery or contracts for delivery months hence. In com- 
modities where organized futures markets exist, the prices 
of futures contracts serve manufacturers and merchants as a 
basis for estimating the prices they will pay the producer or 
the prices they will ask from their customers. The miller 
who requires wheat in October for flour to be delivered in 
December bases his price for the flour on the prevailing 
price of the December wheat future. Prices paid the wheat 
or cotton producer are based upon the prevailing cash prices 
in organized markets. The price which the producer re- 
ceives may or may not be satisfactory to him; but if it is 
inadequate, it is so because the world market is glutted, a 
factor entirely beyond his control. The price which he re- 
ceives is the best obtainable at the time he brings his crop 
to market. 

Contrast this with situations that may exist when there 
is an insufficient record of prices or where prices for future 
delivery are altogether wanting. The futures exchange is 
not necessary in order that the producer obtain a fair price. 
If there is sufficient competition for his product, he will ob- 
tain a fair price regardless of whether a futures market 
exists. But the exchange is always an instrumentality mak- 
ing for the probability that the price paid the producer will 
be fair. Tobacco was once sold at local markets where 
numerous buyers competed with one another. Then, fol- 
lowing the domination of the tobacco industry by the “trust” 
early in this century, its buyers dominated local markets, and 
competition died out. Then occurred the spectacle of night 
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riders burning barns and destroying parts of the tobacco 
crop. It was their endeavor to produce an artificial shortage 
as a desperate counterstroke against what they regarded as 
the artificially low price paid for the crop in a non-competi- 
tive market. 

Some time ago, the project of organizing futures trading in 
an agricultural commodity was under consideration. In 
order to sound out opinion in the industry, a questionnaire 
was sent out to producers, merchants, and manufacturers. 
The preponderance of sentiment among a large number of 
dealers in the commodity was adverse to the establishment 
of futures trading. One dealer in this community returned 
his questionnaire with “no” inscribed upon the face of the 
document in enormous letters. In order to discover reasons 
for the opposition, a member of the group responsible for 
the questionnaire made a trip to the center of adverse senti- 
ment to call upon the merchant whose emphatic negative 
had impressed itself upon him. After the conversation, there 
was no doubt in the mind of the caller that the merchant’s: 
reply had been dictated by a genuine self-interest, but that 
same self-interest is more eloquent of the value of price in- 
formation made public by exchanges than any abstract sum- 
mary could possibly be. Said the merchant: “I have many 
men traveling to buy up the commodity direct from the 
grower. They pay cash. Now, when they go to the grower 
and offer him a certain price per pound spot cash, the grower 
is tempted to sell without investigating prevailing prices. 
He often does so. But if there were an exchange in existence, 
its prices would be telegraphed all over the country and 
would appear in every newspaper of any size and circula- 
tion, and the seller would know just how closely the price 
he was offered appioached the prevailing market price. Our 
buyers work to purchase the commodity under the prevail- 
ing market, and they will make excellent purchases below 
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the market. If the exchange were established, I would 
probably have to pay current market prices for all I buy.” 

This situation is no isolated instance. Great though the 
advance in business morality has been, we have not reached 
the millennium where the buyer will always pay a fair and 
just price, no matter how superior his knowledge, his re- 
sources, or his bargaining power. A knowledge of current 
prices, coupled with the financial resources to pay cash to 
the relatively needy producer, gives the buyer an incalcula- 
ble advantage over the grower and seller of the commodity. 
The need for widespread dissemination of prices is stated 
clearly by Professor L. D. H. Weld as follows: 


It is of extreme importance that price quotations be determined with 
accuracy and impartiality. Country shippers have to rely largely on 
the published quotations in order to gauge the value of their commodities 
and to know when to ship. It is therefore necessary to have some system 
of determining and issuing quotations which represents a trade as a 
whole, rather than individual firms or cliques of firms having a common 
interest. Wholesale receivers, for example, might naturally like to have 
the market underquoted so far as quotations sent to the country are 
concerned; and jobbers might prefer to see the market overquoted so 
that they may exact as high prices as possible from retail stores. In other 
words, there are conflicting interests within every market, and it is highly 
important that a well-established and generally accepted as well as 
impartial system of obtaining quotations be devised so that no one will 
be misled concerning actual market conditions.3 


To the same effect is the comment of Alonzo B. Cox: 


The primary function of price quotation service is to give the buyer 
a chance to obtain his cotton in the cheapest market and the seller a 
chance to sell or bargain in the highest market. It is the best protection 
available against malpractices by shrewd buyers or sellers who may hap- 
pen to have more information about prices in different markets than the 
persons with whom they trade.* 


The Marketing of Farm Products (The Macmillan Company, 1924), pp. 


286, 287. 
* Services in Cotton Marketing, U. S. Dept. of Agriculture Bulletin No. 


1445, pp. 34, 35. 
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Not only does the exchange’s record of its price quota- 
tions indirectly benefit those engaged in the trade or in pro- 
duction, but it constitutes a valuable permanent record for 
business men, economists, legislators, and others who have 
occasion to delve into the history of price fluctuations in 
years gone by. “The reports of the Grain Exchanges are the 
best sources of detailed information with regard to price 
movements of grain in detail for the year under review and 
summarized statements and averages for previous years.” ° 

Sources of Information.—The inexperienced speculator, 
who takes a flyer in some commodity future on a tip or on 
the basis of random items of news he has read or heard, 
would be astonished at the range of information deemed 
desirable for a commodity exchange to procure for the bene- 
fit of its members. In the process of preparing to open the 
National Raw Silk Exchange, a committee composed of 
men of long experience in the silk industry was appointed 
to look into the question of what information was desirable 
and necessary for the exchange to obtain and distribute in 
order to serve the silk manufacturers, merchants, and others 
who might make use of its facilities. Producing, shipping, 
and trading markets in areas of consumption were analyzed. 
Markets in which silk was regularly quoted were tabulated, 
and a summary prepared showing the information available, 
its nature, whether authoritative or not, its timeliness, 
whether prompt or not, and information which it was 
deemed desirable to have but which was not then available. 
The outline submitted will give the reader an idea of the 
manifold factors affecting prices of this important com- 
modity, the kind of information obtainable, and the world- 
wide linking of markets. 


* The Marketing of Farm Products, L. D. H. Weld: The Macmillan Com- 
pany, 1924, p. 280. 
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Broad Geographical Subdivision: 
(a) American Market. (Consuming information purely) 
(b) Asiatic Markets. (Producing information chiefly) 
(c) European Markets. (Producing and consuming information) 
(d) International Markets. (Foreign exchanges) 


Broad Statistical Subdivision: 
CB eLPOdUCHOMea os cc ous cs sole tee wad Japan 


—Italy 
—France, Syria, ete. 

COV ECONSHIMPtON vos ecas aa esloe Fete wie ee cbs re America 
—Europe 
—Japan 

KEES LOCKS cps 12's Us Satan ts eh ore Sere a ee ea Ee America 
—Japan 
—Shanghai 
—Canton 
—Milan, Lyons, etc. 
—In Transit 

Kd) eDrancactions..<20 <4 500046 aie eieetae see eters New York spot market 
—Yokohama spot market 
-—Yokohama Bourse 
—Kobe spot market 
—Kobe Bourse 
—Shanghai spot market 
—Canton spot market 
—Milan spot market 


Broad Price-Fluctuation Subdivision: 

(a) RB @OCOONS Matt rac sare Gre cok eae ra sie ee Japan 
—Milan 
Shanghai 
—Canton 

Ua OIL since saiains 2 cecaoere Gekls +f os'o0 e e New York 
-Yokohama 
—Kobe 
-Canton 
Shanghai 
—Milan 

MG RE AUGUILCS ee tere a in fe athe cae Fa wie nS Yokohama 
—Kobe 
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(d) Eixchangesi is. (cca. o. 5 0 «bis tate eee Japanese yen 
Shanghai tael 
—Canton Mexican dollar 
—Italian lira 
—French france 


AMERICAN MARKET 


Information Available: 
(a) Consumption as indicated by warehouse withdrawals. 
(b) Stocks in warehouse Ist of each month. 
(c) Stocks at mills (approx. 50% trade reporting). 
(d) Stocks in transit Japan to America. 
(e) Imports monthly by sorts. 
(f) Broad loom activity (by percentage). 
(g) Narrow loom activity (by percentage). 
(h) Spindle activity (by percentage). 
(i) Foreign Exchange quotations. 
(j) Production and stocks of hosiery. 
Information Not Available (confidential statistics) : 
(a) Production of broad silks. 
(b) Stocks of broad silks. 
(c) Percentage of coverage of raw requirements for our months. 
(d) Consumption bales per year per loom owned. 
(e) Consumption bales per year per loom operated. 
Information Desirable to have: 
(a) Daily Transactions in New York. 
(b) Spot Market prices. 
(c) Average price of Georgette 80-2 two thread in Grey. 
(d) Average price of Hosiery five thread chiffon all silk per dozen. 


JAPANESE MARKET 


Information Available: 
(a) Arrivals from the interior. 
(b) Returns to the interior. 
(c) Stocks at Yokohama and Kobe. 
(d) Daily transactions in Yokohama and Kobe. 
(e) Daily prices in Yokohama and Kobe. 
(f) Nariyuki settlements in Yokohama and Kobe. 
(g) Yokohama Bourse quotations—High, low and closing. 
(h) Transactions on Yokohama Bourse. 
(i) Exports to America and Europe. 
(j) Dollar exchange. 
(k) Chief buyers daily. 


CROP REPORTS AND MARKET PRICE STATISTICS 157 


Information Available but Not Promptly: 
(a) Egg-card distribution, Spring and Autumn crops. 
(b) Size by Kwamme of Spring, Summer and Autumn crops. 
(c) Percentage of white and yellow cocoons. 
Information Not Authoritatively Available: 
(a) Weather conditions as affecting early mulberry leafage. 
(b) Prices paid for cocoons in various districts. 
(ec) Quality and yield of cocoons. 
(d) Estimates of total crop (and by crops) in boxes. 
(e) Estimates of total available for export by bales. 
(f) Estimates of home consumption requirements. 
Information Desirable to Have: 
(a) Interior carry-over of cocoons and reeled silk each season. 
(b) Monthly reports of volume of forward business at fixed and Nariyuki 
prices. 
(c) Periodical reports of quantity of cocoons carried in co-operative ware- 
house and held by cocoon dealers. 


Information is gathered from government reports and 
agencies, sometimes from private commercial agencies which 
serve exchanges and from special correspondents of the ex- 
change in markets throughout the world. More detailed de- 
scription of the sources of information for each commodity 
follows. 

Reports Issued.—All exchanges publish a daily report for 
the benefit of their members. A number of exchanges publish 
more comprehensive reports monthly. Nearly all issue yearly 
publications ranging in importance from brief but useful 
compilations to volumes containing exhaustive statistics of 
commodities and prices, such as the Annual Report of the 
Chicago Board of Trade. 

Daily Report, New York Cotton Exchange.—The cotton 
exchanges receive reports from the government on weather 
conditions prevailing in cotton-growing territory, the condi- 
tion of the crop at stated intervals throughout the growing 
season, the ginnings, etc. Reports from the Weather Bureau 
come into the exchange daily describing temperature and 
rainfall in each important cotton-growing district. These 


158 COMMODITY EXCHANGES 


weather reports, as they are received, are posted on the bulle- 
tin board of the exchange. Forecasts of the coming crop 
are issued monthly. Formerly, these estimates commenced 
in July; but the agitation provoked by disputes over their 
accuracy has led to deferring the first crop estimate until 
August. From August throughout the remainder of the 
year, the Census Bureau publishes semi-monthly statements 
of ginnings, and these reports are continued monthly 
throughout the winter, the last one being in March following 
the crop year. 

The form in which current information is made available 
by the New York Cotton Exchange is shown in the reduced 
copy of its daily market report. Receipts of cotton at 
twenty ports are given day by day for the past week, with a 
comparison of receipts for the corresponding day last week 
and last year; and total receipts for the week and that part 
of the week preceding the day of the report are given with 
similar comparisons. A similar daily and cumulative record 
of exports portrays the movement of cotton from seaboard 
and gulf terminals. Telegrams from Southern markets sent 
by the exchange’s correspondents give the destination of ex- 
ports, sales in the market with prices, and the “tone” pre- 
vailing. The consolidated movement is a summary of the 
entire fluctuations in the supply of cotton in this country. 
The visible supply, receipts, and exports are summarized, and 
the stocks in New York and in all ports of the United States 
are given with comparisons with the corresponding week of 
last year and cumulative totals since the beginning of the 
movement of the crop. From other markets prices are re- 
ceived by wire and by cable. Cables from Liverpool give 
prices, sales, and receipts in the spot market, and prices of 
futures contracts at 12:15, 2, and 4 p. m., with the high and 
low for each delivery month. The tone of the market at 
12:15 and at the closing is given. Other markets whose prices 
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New York Coffee and Sugar Exchange, Inc. 
RAW SUGAR 


January Ist, 1929 


SALES OF RAW SUGAR FOR FUTURE DELIVERY DURING THE PAST SIX MONTHS 


SALES IN NOV. 


SALES IN DEC. 


SALES IN OCT. | SALES IN SEPT. | SALESIN AUG. | SALES IN JULY 


High-| Low. High- 

Tens | est | est | Tons | est 
1.95 | 100,400 | 2.33 | 2.08] 69,400 | 2.51 
2.00 | 212,750 | 2.32 | 2.11 | 176,700 | 2.50 | 


Tens | cet 


1.92 


105,500 | 2.12 


2.00 | 191,000 | 2.17 | 1.99 | 


2.08 | 170,750 | | 180,300 | 2.37 | 


2.14 | 188,400 


August SEER baa al 
September. 2.19 | 359,250 
October.- 2.20 |. 


1.99 | 360,500 
July 1929. ae 4 
Sept. 1929 5 
Dec. 1929 3 


Spot-Cuban Centrifugal 
96 degrees test. . 5 | 2. 01 |. S . e - ccoemeemens| 2 4) 


The Highest and Lowest Prices at which Sales of Each Month were made, covering the 
entire trading period—Also the Price of the First and Last transaction. 


1926 1928 


Delivery i Highest 


January... 
February. 


CUBAN STATISTICS 
“ (H. A, HIMELY) 
1928 (TONS) 


STOCK 


Jan-Nov. 1,342,205 | 2,059,315 : . 

December 3rd... 1,523} 18,175 | ' 12,684] 40,384 | 197,812 | 187,553 25,411 418 

December 10¢ 992] 25,495 9,253 | 51,996] 99,533 | 160,891 21,101 | 184,507 | - 173,877 

December 17th..| 3,864] 13.263] 20,552 | 43,119 | 81,845 | 130,992 19,226 | 164,263 | 164,441 

December 24th... 12,769 | 13,250] 13,932 | 41,382 | 84,974 | 102,831 56,756 | 142,572 | 130,128 
9,499 | 28,484 10,572 | 53,881 | 33,339 | 77,377 a 2 es 


Total December 


34,647 98,667 66,993 | 230,762 |... 


2,379,798 | 1,409,198 | 2,290,077 |... { 1,745,442 


DISTRIBUTION OF EXPORTS 
1928 1927 


13,014 


1,550,009 | 2,425,607 


Total Jan./Dec. _ _| 1,546,272 Leeresions = 
—— 


2,563,392 


DECEMBER TOTAL JAN.—NOV. DECEMBER TOTAL 
ee ike at ae es 

Atlastie Certdo io 1,725,132 206,404 1,931,536 2,051,611 133,151 2,184,762 

Guu Porte eee 604.129 18,664 622,793 853,295 14,908 868,203 

tnusdior = $4,934 21,858 76,789 53,178 3,386 56,566 
RS . are heel 

Total United States___.__| 2,631,118 151,445 3,109,529 

anaes 1,006,636 $7,314 723,178 

PaaS 44,224 47,350 

13,800 1.156 68,412 

3,497 2.000 28,150 

213,915 3,976,616 


3,899,275 
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appear are the spot market in New York, closing prices on 
the New Orleans Cotton Exchange, opening and closing 
prices in Havre and Bremen, closing prices in Alexandria, 
and noon prices and Indian spot quotations from Liverpool, 
and the tone for yarns and cloths in Manchester. 

Ocean freight rates of the twenty leading cotton import 
ports are recorded, together with demand and cable exchange 
for sterling, frances, Belgian francs, marks, and lire. 

The exchange’s price record is given for each delivery 
month. Prices at the three calls—high, low, and closing— 
and yesterday’s closing summarize the day’s fluctuations. A 
complete record of prices for contracts in each delivery month 
is given. This record is the same as that which appears on 
the financial record of the exchange. The supply of cotton 
certificated for delivery on futures contracts is given for each 
grade. Pursuant to requirements of the Cotton Futures Act 
for the determination of price differences on grades above or 
below middling, the average differences on ten spot markets 
for all grades of cotton deliverable and nondeliverable are 
published together with a notation of the day on which these 
differences will prevail on deliveries on a futures contract. 
Finally, the days when transferable notices may be issued 
and the date of delivery on transferable notices issued on any 
given day are presented. The report notes when trading in 
the current month will cease, the first day for deliveries in 
the following month, when trading in that month will cease, 
and the first notice day for deliveries on contracts in the suc- 
ceeding month. 

Daily Market Report, New York Coffee and Sugar Ex- 
change.—The record of prices of coffee and sugar futures on 
the exchange does not differ materially from that of the 
Cotton Exchange. It will be noted that the world’s visible 
supply, which is computed from figures gathered by rep- 
resentatives of the exchange, is given in considerable detail. 
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Stocks of coffee in the principal European centers and in 
South America are given in detail, together with the amount 
afloat from Brazil. These figures bearing on the world 
supply are followed by figures detailing the movement and 
the stock on hand in the United States and in the two large 
centers, New York and New Orleans. A statistical history 
of arrivals, deliveries in the United States, and the world’s 
visible supply month by month is given in separate tabula- 
tions. Other markets quoted are Santos and Rio futures. 

The section devoted to sugar, in addition to the usual sum- 
mary of the day’s trading, details the stock of sugar in the 
warehouses in which stocks are carried in New York and re- 
ceipts, exports, and summaries of the new and old crop move- 
ments. Other markets quoted are London, Paris, and Ham- 
burg. The weather occupies a place in the sugar section, 
whereas it is omitted in the cotton market report and in the 
coffee section. Thus the sugar broker knows that the day 
was fine and warm in Germany and Czechoslovakia, but that 
yesterday’s prediction in Havana had been for a continua- 
tion of the light rain then falling. 

Crop Statistics in the Grain Trade.—The grain futures 
exchanges compile and issue reports, similar in nature to 
those which have been described for other commodity ex- 
changes. The information is gathered by the exchanges, 
operating through their committees on information and sta- 
tistics and valuable data is obtained from Broomhall’s 
Agency, an internationally known organization whose lines of 
information spread over the world. The agency is a large 
specialized reporting bureau, publishing the Corn Trade 
News and supplying information to those who subscribe to 
its service. All of the world exchanges which trade in grain 
are subscribers. 

Annual Reports.—All exchanges publish annual reports, 
similar to the operating statements of other business organi- 
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zations. Some exchanges, in addition, publish statistical 
annuals which contain a wealth of data on prices, supplies, 
and crop movements for years past and constitute a valuable 
source of information. The Chicago Board of Trade issues 
yearly a bound volume of 200 or more pages, containing a 
review of the year and statistical information regarding all 
commodities dealt in on the exchange. 

Price Quotations.—A field where the commodity exchange 
is the sole source of information is the record of price quota- 
tions made on its floor. The record of prices prevailing daily 
is made available to other exchanges by direct wire and cable; 
to the public, by the ticker service which carries quotations to 
the offices of commission houses and dealers throughout the 
country, and by publication in the daily papers. This public- 
ity of exchange prices serves a most valuable economic pur- 
pose. By affording a basis for arbitrage operations, all of the 
markets of the world are linked together. Although prices 
in one market may occasionally get out of parity with other 
markets, in the long run wheat prices at Liverpool, Winnipeg, 
Chicago, and Minneapolis will be at a substantial parity; 
cotton prices at New York; New Orleans, and Liverpool will 
be in alignment and the same condition will hold true for 
the prices of other commodities on other exchanges. Thus, 
for the commodities of worldwide production and consump- 
tion there is not a mere local market or a mere national 
market. There is a world market, brought about by the 
close interchange of price quotations and the alertness of 
arbitrageurs to make a profit by bringing prices together 
whenever an opportunity for operation appears. 

Control of Quotations.—Different arrangements prevail 
on exchanges for disseminating quotations. They are sent 
out both by ticker service and by telegraph, and in the cus- 
tomers’ room of the commission houses the quotations are 
posted promptly on the quotation board. The law has been 
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well established that the exchanges have complete control 
of their own quotations—that is, the exchanges may establish 
rules to be observed in transmitting news and they may also 
refuse to supply quotations to non-members if such a step 
appears desirable. Allowing the telegraph company to 
take the quotations has been held not to amount to a 
publication such as would debar the exchanges from exercis- 
ing discrimination over recipients from the distributing 
companies. This control of quotations has been of inestima- 
ble value in contributing to the suppression of bucket shops. 
The bucket shop, whether masquerading as a commission 
house or an odd lot exchange, must obtain its price quota- 
tions from some source. The clauses of the customer’s con- 
tract with the Western Union Telegraph Co. for continuous 
quotations of the New York Cotton Exchange, reproduced 
below, are illustrative of the control maintained by the ex- 
changes. By shutting off quotations from any recipient known 
to be “bucketing orders,” his business is struck a deathblow. 
The courts have upheld this right, and the commodity ex- 
changes have taken a leading part in the extirpation of gam- 
bling houses posing as legitimate commercial enterprises. 


1. That our place of business is and shall be at No............... 
See awien emis s Street; ‘City or Town of. ..sss es pea men 
Br atetesy? e's soci c's seis, ois eles , and that our business is and shall be the business 
RN Sesto take Sie See Sie a clas Gates eee tele een and that said business is conducted 
under. the firm: name -and style Of...: ss/\cswesuure te ee ete ee 
and that notice of any change of the name, nature or place of said 
firm or business shall at once be given to the said Western Union Tele- 
graph Company; and that we are not keeping or causing to be kept, 
and will not keep or cause to be kept, or be in any wise interested in, 
or in any way assist or promote, any bucket-shop or bucket-shop busi- 
ness, or any office, store or other place wherein is conducted or per- 
mitted the business of making, or offering to make, contracts, agree- 
ments, trades or transactions, either orally or in writing, respecting the 
purchase or sale (or the purchase and sale) of cotton, or any stocks, bonds 


°For the law regarding control of quotations see Chapter XIII. 
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or other securities or commodities wherein both parties, or the party 
maintaining such office or place or conducting such business, or the under- 
signed, contemplate or intend that such contracts, agreements, trades, 
or transactions shall, or may be, closed, adjusted or settled according, or 
with reference, to the quotations of any Exchange, Board of Trade, 
or market place, upon which cotton, or stocks, bonds or other securities 
or commodities are dealt in; or otherwise than by an actual bona fide 
transaction or purchase or sale; or wherein both parties or the party 
maintaining such office or place or conducting such business or the 
undersigned contemplate or intend that such contracts, agreements, 
trades or transactions shall, or may, be closed or terminated when the 
quotations of some such Exchange, Board of Trade, or market place 
respecting the cotton, or stocks, bonds or other securities or commodi- 
ties specified in such contracts, agreements, trades or transactions shall 
reach a certain figure; and we agree that we will not use, or allow any- 
one else to use, such quotations or any of them for any such purpose 
or in any such bucket-shop, office or place. 

2. That said quotations are to be received by us only for our private 
and individual use in our said business at the office or place above 
designated; and that we will not communicate or otherwise furnish or 
permit to be communicated or otherwise furnished, said quotations to 
any news distributing company or telegraph company, or any person 
or corporation, nor to any other place than that above designated, nor 
allow any person or corporation whatsoever to take directly or indirectly 
said quotations from said office. If the undersigned shall furnish, or 
permit to be furnished, said quotations, or any of them, to any person, 
firm or corporation, the undersigned hereby agrees that the Western 
Union Telegraph Company may sue the person, firm or corporation to 
whom said quotations or any of them are thus furnished to prevent the 
receipt or use thereof by said person, firm or corporation without mak- 
ing the undersigned a defendant thereto, provided the undersigned does 
not, or in case of a partnership all the members thereof do not, reside 
within the jurisdiction of the Court in which said suit is brought. 

3. That the office or place above designated shall not be connected 
by any private telegraph or telephone wire, or other wire connection, or 
other means of communication with the office or place of business of any 
person or persons, or corporation, engaged in the business of making 
contracts, agreements, trades or transactions respecting the purchase and 
sale of cotton, or stocks, bonds or other securities or commodities, or 
with any place where such business is conducted, unless the New York 
Cotton Exchange shall have been notified of such connection and shall 
not have disapproved the same. 


° ° ° ° . 
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5. That the furnishing of said quotations to the undersigned shall be 
discontinued whenever the Western Union Telegraph Company or the 
New York Cotton Exchange shall require the discontinuance thereof. 


Newspaper Reports.—The financial pages of daily papers 
carry detailed reports of price changes on the principal com- 
modity markets. Official prices are made public by the Quo- 
tations Committee, which establishes official quotations for 
inactive months and gives the “tone” of the market. 

Market Letters——Another source of information consists 
of the market letters issued by dealers and commission houses. 
These letters or bulletins are sent out to the house’s customers 
to acquaint them with the price trends prevailing in the 
market. They frequently contain news bearing upon the 
supply of the commodity or upon the demand for it and other 
information deemed of importance as affecting prices. The 
exchange, however, possesses the power of censoring news 
material which is sent out; and the publication of rumors, 
insufficiently supported reports, or other matter tending to in- 
fluence prices is discountenanced, as well as advertising mat- 
ter which might invite “incompetents to undertake a hazard- 
ous enterprise.” 

The Work of the Arbitrageur.—The arbitrageur (fre- 
quently designated in commodity exchange operations as a 
“spreader”) is an operator who takes advantage of an ab- 
normal price relationship between markets or between 
futures for different months or even between different com- 
modities by making a sale in the higher market or higher 
month or commodity and buying in the lower. He makes 
his profit when prices return to normal parities. The opera- 
tion will be clearer if each operation is considered separately. 

The difference which should prevail in the prices of the 
same commodity on different exchanges is sometimes stated 
to be the cost of transporting and handling the commodity 
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from the one market to the other. This is true if normal 
marketing involves a shipment from the first market to the 
second or vice versa. Otherwise the normal difference may 
be the difference in costs of handling at the point where 
shipments from the two markets come into competition. In 
the case of wheat, both Canada and the United States are 
exporting countries. Grain shipped from Fort William or 
Port Arthur comes into competition with grain moving from 
Chicago or Minneapolis at the Atlantic seaboard. Let us say 
that it costs 114 cents more per bushel to move grain from 
the Canadian points than from Minneapolis. Furthermore, 
due to differences in grading, etc., assume that the purchaser 
of a future in the Minneapolis market would pay 8 cents 
more than for a corresponding future in Winnipeg. The 
normal spread between the markets would then be 91% cents. 
Now, the price of the May future at Winnipeg, let us say, 
is quoted at 1014 cents higher than the May future in 
Minneapolis. The arbitrageur notes this abnormality. He 
sells futures in the dearer market, 7. e., in Winnipeg, and he 
buys futures for a like amount in the cheaper market, 7. e., 
Minneapolis. He assumes a definite risk and he performs 
a definite service. He will be paid for his risk by a profit on 
both purchase and sale when the normal parity is resumed. 
When prices again show a spread of 914 cents between the 
two markets, the arbitrageur can close out his short sale at 
Winnipeg and his purchase in Minneapolis, making °4 of a 
- cent profit per bushel without taking into account commis- 
sion charges. The course of the market is immaterial, so 
long as prices come together at a spread less than the one 
prevailing when he made his arbitrage transactions. For 
instance, prices in both markets might rise. He would lose 
on his short sale in Winnipeg, but if Minneapolis prices 
caught up to the assumed 914 cent spread, he would make 
a greater amount on his purchase in Minneapolis. Similarly, 
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if prices in both markets decline, while he will lose on the 
purchase in Minneapolis, he will clear a profit if the Winni- 
peg future declines further and makes the spread less than 
1014 cents. 

The same opportunity for arbitraging exists between fu- 
tures for different delivery months on the same exchange. 
The operator may judge that the December cotton future is 
cheap in comparison with November. He will “straddle” the 
market by buying the month he deems underpriced and sell- 
ing the future he believes is overpriced, making his profit in 
the same way when the price range narrows. 

A less familiar operation is that of arbitraging between 
different commodities. A certain correlation may exist be- 
tween the prices of wheat and corn, wheat and rye, or cats 
and barley. The arbitrageur may believe rye is selling un- 
duly high in relation to the price of wheat. He sells rye 
futures and buys wheat futures, profiting or losing in ac- 
cordance with whether or not his judgment is vindicated. 

The arbitrageur, in the course of his operations for his own 
profit performs an economic service in maintaining a normal 
price relationship between markets. His selling in the high 
priced market contributes to the lowering of prices there and 
his buying in the depressed market is an aid in lifting prices. 

Regulation of Consumption.—The low or high price of an 
article controls its'consumption, the one stimulating and the 
other retarding. This is so whether the price is of wheat or 
of caviar—of cotton or of shoes—of spots or of futures. But ~ 
the hourly and daily publication of the prices of futures, 
reflecting the consensus of trained opinion as to the course of 
prices months ahead, provides the dealer or manufacturer 
using a commodity in which futures trading is carried on, 
with a peculiarly sensitive governor. The miller does not 
have to wait until October to ascertain what he will have to 
pay for his wheat then. He can anticipate—and so with the 
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spinner, the silk manufacturer, the tire manufacturer. The 
regulation of consumption is a more orderly and certain 
process and one attended with less uncertainty and anxiety. 
If cotton prices work so low that it appears certain the con- 
sumption of finished goods will be stimulated, the manufac- 
turer can take advantage of the low prices to insure his re- 
quirements months ahead. It will not do to say that futures 
quotations are indispensable. But it is not overstating the 
service rendered by the exchanges to say that continuous quo- 
tations of futures are a most valuable contribution to modern 
industrial society. 


Chapter IX 
GRADING, STANDARDIZATION AND INSPECTION 


Commopity exchanges perform an economic function second 
only in importance to their function of providing a means of 
price insurance. They render the commodity liquid. By 
liquidity is meant (1) that the commodity may be sold read- 
ily, instantaneously and in any amount, without the necessity 
of bargaining or searching for a buyer; (2) that title to the 
commodity may be transferred from seller to buyer through 
a standardized contract which involves no attention to its 
details on the part of either party to the bargain, and (3) 
that the commodity may be transferred by delivery of a docu- 
ment of title which passes from hand to hand and is every- 
where accepted as the representative of the stored commodity 
which it represents. 

The futures contract, in conjunction with the warehouse 
receipt and grade certificate, makes the physical commodity 
liquid. 

In order to impart the full measure of liquidity to a com- 
modity, it is necessary that a warehouse receipt shall be rec- 
ognized as the equivalent of the commodity itself. Before 
a system of delivery by means of warehouse receipts can be 
established, it is necessary that. definite grades be established 
so that every person who buys or sells may know with cer- 
tainty what he may receive if he accepts delivery or what he 
must tender if he makes delivery. When grades are estab- 
lished, it is necessary to provide for a system of inspection, 
so that lots of a commodity intended for delivery may be 
properly graded and certificated. As an integral part of the 
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system of grading and inspection, the exchange licenses ware- 
houses in which such lots, intended for delivery, may be 
stored. These lots are inspected, classified into proper grades, 
and a grade certificate issued. The warehouse receipt certifies 
to the existence of the commodity in the warehouse; the 
grade certificate certifies to its quality and its weight. 
Advantages of Inspection and Grading.—The benefits of 
standardization won early recognition in those trades in which 
futures trading was first carried on. The following summary 
of the reasons for the adoption of the system and the bene- 
fits of its operation appeared in the Origin, Growth and Use- 
fulness of the New York Produce Exchange, about ten years 
after the establishment of an inspection and grading system: 


The year 1874 was also rendered memorable by the changes in the 
methods of handling and dealing in grain, and which have proved so 
beneficial to buyers and sellers and the commerce of the port. The 
grain trade was rapidly growing, and many of the shipments came from 
far Western points. Naturally more or less delays and confusion occurred 
in conveying the grain so far, and the business of the Exchange was 
much disarranged by the rule that the various railroads had to deliver 
to consignees the identical lots of grain shipped by the Western pro- 
ducers. Many suggestions as to the most effectual remedy were made, 
and special committees weighed the subject for a long period, until 
finally the present system of grading grain was adopted... . 

Grades of all kinds of grain were then established, standard samples 
of such grades being kept in the Exchange, and the Committee on 
Grain also appointed an inspector-in-chief, who in turn was empowered 
to appoint deputies to promptly and reliably inspect each car of grain 
upon its arrival at the Hudson River terminus of the railroads... . 

The Inspectors supervised the weighing of the grain and kept books 
in which they recorded accurately the number of each car, the kind, 
grade, and quantity of grain therein inspected and weighed, the date 
of such inspection, and the name of the consignee. . . . 

These certificates were to be properly dated and numbered consecu- 
tively, and were to state in detail the kind, grade, and quantity of 
the grain represented by them. Upon surrender of certificates to the 
railroad company issuing the same, with an order directing the delivery 
of the grain, the company was to give proper receipts for them and 
promptly deliver the quantity and grade of the grain specified therein 
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at any customary place of delivery in the port of New York. Strict 
rules governing the duties of the Inspectors were also adopted, and, as 
thus formulated, the system of handling graded grain has proved a grand 
success, reflecting credit on all concerned in its adoption. 

Mr. Forrest H. Parker thus graphically refers to the struggle which 
resulted in the above great and beneficent change: “The contest was 
sharp and bitter, the opponents of the grading of grain were among the 
most able members of our Exchange; the friends of the movement, how- 
ever, were determined that the system should be inaugurated. It was 
my good fortune to be in the Board at that time, and I can testify that 
it was believed that the result would draw us nearer to the producers 
and dealers of the West, and would be beneficial to them as well as our- 
selves. Grain in car lots was no longer to be burdened with the heavy 
charges incident to its being sold and handled by itself, but was to be 
inspected by the New York Produce Exchange and a certificate issued 
by the railroad company stating that the receiver was entitled to 
bushels of equal quality, thus materially lessening the cost of handling car 
grain in the port of New York. The result of this compact with the 
railroad companies has proved the wisdom of its promoters and it is safe 
to say that the handling of car grain by the method in vogue prior to the 
establishment of the grading of grain system would now be almost a 
physical impossibility.” 


Establishment of well-defined grades and adherence to the 
standards established is of benefit to the producer, distributor, 
and consumer. If, in addition to having established grades, 
the machinery is provided for inspection and classification to 
insure that each lot of the commodity conforms to the grade 
standard, there is no longer any practical application of the 
principle of caveat emptor. Without standards or grades, 
a purchaser must necessarily inspect carefully every lot of a 
commodity which he buys; but once grades are recognized 
in the trade, purchases may be made (1) by sample, (2) by 
description. 

Establishment of Grades and Methods of Classification. 
—TIn every commodity trade wherein the futures exchanges 
operate, they have played a pioneer part in establishing grad- 
ing systems. At present, commodities may be divided into 
two broad classes: (1) those in which standards or inspec- 
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tion, or both, are provided for by a Federal or State statute, 
and (2) those in which standards and methods of sampling 
and inspection are provided for by the exchange. In the 
former classification are cotton, wheat, and other grains. In 
the latter are coffee, sugar, rubber, cocoa, silk, tin, butter 
and eggs, and cottonseed oil. 

Standards in the Cotton Trade.—Grades in the cotton 
trade are classified and established pursuant to the Cotton 
Futures Act passed in 1916. The grades set up had pre- 
vailed previously in the industry. The Act, beyond prohibit- 
ing the delivery on a futures contract of any cotton of a 
grade poorer than low middling, made no material changes in 
standards. It did (1) prescribe a method of determining 
differences,* (2) provide for a system of sampling, weighing, 
and grading by officials of the United States Department of 
Agriculture, and (3) provide for the issuance of class certifi- 
cates by the inspectors certifying the weight and grade of the 
cotton. 

The owner of cotton intended for delivery on a futures 
contract must first store it in a warehouse licensed by the ex- 
change. The Cotton Exchange maintains a staff known as 
the Inspection Bureau, charged with the duty of sampling 
and weighing cotton to be tendered on a futures contract. 
The owner of the cotton gives the chief inspector of the 
bureau a written order to sample and weigh. ‘The order 
states where the cotton is located, and the number of bales 
in the lot. A sampler and an inspector are then detailed by 
the chief inspector to obtain the samples and supervise the 
weighing. Two sets of samples are taken from each bale in 
the lot, marked, and given an exchange lot number. One 
set of samples is retained by the inspection bureau, which 
also records the return of the weighers and compares it with 
that of the inspector who supervised the weighing. The 
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other set of samples goes to the government officials for 
classification. Branch offices of the Department of Agricul- 
ture are maintained in New York and in New Orleans where 
cotton futures markets are located; and in each of the branch 
offices is a board of cotton examiners. When his cotton has 
been weighed and samples drawn, the owner addresses a 
request to the board of examiners to class his lot. This 
request is made on a form established by the Department of 
Agriculture. The location of the cotton, the number of bales, 
the weight,—compressed or uncompressed,—the tag num- 
bers, are stated in the request. The board of examiners, on 
the basis of the samples submitted, classes the cotton in its 
proper grade. The grade may be one which is tenderable on 
futures contract or one which is not tenderable. The certifi- 
cate in either case contains the same information. If the 
cotton is of a nontenderable grade, a pink certificate is issued ; 
if the grade is tenderable, a green certificate, setting out the 
location, the lot number, the marks, grade, and length of 
staple in each bale, is issued to the owner. From the board 
of examiners an appeal may be taken to the Cotton Board of 
the Department of Agriculture. 

The owner now has his certificate of grade from the govern- 
ment board, and his warehouse receipt. He may present 
the latter to the Inspection Bureau of the exchange to have 
the weight noted. As noted elsewhere, delivery of the receipt 
to the buyer effects a transfer of the title. 

The class certificate is good for an indefinite period. The 
weights determined by the official weighing, however, are 
not. Cotton in storage is subject to loss of weight, and this is 
a condition which must be taken into account if delivery is 
made more than a month after the official weighing. The 
owner of the cotton in this case may either have the lot 
reweighed or he may deliver, making an allowance, how- 
ever, to the buyer of one-half pound per bale for each month 
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that has passed since the cotton was weighed. It may be 
noted also that inspected and certificated cotton may be 
transferred from one licensed warehouse to another. In case 
such a transfer is made, it is carried on under the supervision 
of the Inspection Bureau’s staff. 

The characteristics of inspection and grading in the cotton 
trade, then, are (1) sampling and weighing by an inspection 
bureau under direct control of the exchange; (2) grading and 
certification by the United States Department of Agriculture. 

Inspection and Grading in the Grain Trade.—The Grain 
Standards Act was passed in 1916, the year in which the 
present Cotton Futures Act became operative. Prior to the 
adoption of the Grain Standards Act, each futures exchange 
had its own standards. The Grain Standards Act empow- 
ered the Secretary of the Department of Agriculture to pre- 
scribe grades and standards for the grain trade and, further- 
more, to exercise jurisdiction over the inspection and grading 
of grain. The grades, accordingly, are established by author- 
ity of the Act; but all futures exchanges do not deal in every 
established grade of their commodity.? Passage of the Act 
found the machinery of an efficient inspection and classifica- 
tion system already in existence, with a staff of inspectors, 
weighers and graders operating under State authority or di- 
rectly under the exchange. This machinery was made a 
part of the government inspection system by means of licens- 
ing. The actual sampling and grading, accordingly, is done 
by the State or by the exchange staff. In the case of appeals, 
however, the question of grade is decided by the Department 
of Agriculture instead of by the authority making the initial 
inspection. 

Grain reaches the terminal markets by rail or water. Upon 
arrival, samples are taken by the regular inspection staff, 
and the grain is weighed by licensed employees of the ware- 

?See Chapter I. 
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house, the exchange or the State. On the basis of the sam- 
ples taken, the grain is classified in accordance with the 
standards established by the Federal act and certificates are 
issued. The inspection certificate, showing the grade, and 
the weight certificate are delivered to the warehouseman, 
and his receipt embodies the grade and weight so established. 
The certificate of grade covers no specified time; grain in 
storage, however, is subject to deterioration in quality. In 
case the grain deteriorates so that it does not correspond to 
the grade called for in the certificate, a notice is posted on 
the exchange. The requirements of the exchange make it 
necessary for the grain to be immediately removed from the 
official warehouse. 

The general procedure of inspection and classification of 
grain and cotton has been separately treated inasmuch as 
in each ease they are subject to the rules of the Department 
of Agriculture. A description of the methods followed in 
classing and grading commodities which are not subject to 
government regulation would involve much unnecessary 
repetition if the commodities were taken up one by one. 
Instead of considering other commodities separately, the 
principles by which exchanges are guided in establishing in- 
spection and grading systems will be considered. 

Standards in the Silk Trade—The inspection, grading, 
and certification of raw silk are provided for in the by-laws of 
the National Raw Silk Exchange, Inc. Prior to the opening 
of the exchange, an exhaustive investigation was carried on 
to obtain the experience and opinion of the silk trade as to 
deliverable grades and the most satisfactory methods of classi- 
fying raw silk. As the result of responses to questionnaires 
and conferences with leaders in the industry, ten grades 
were made tenderable and a series of quality tests and auxil- 
lary tests was prescribed. 

The visual tests prescribe grading for quality according 
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to the evenness of the silk, its cleanness and neatness. Auxil- 
lary tests determine its tenacity, its elongation (elasticity), 
the average size variation and the degree of variation, and its 
winding quality. 

Silk is sampled by drawing four skeins from each bale of 
the 5 bale lot of raw silk—20 skeins in all. The visual test 
precedes all others and the silk may be rejected if its appear- 
ance shows it to be unsatisfactory in quality. The auxiliary 
tests for size deviation, tenacity, elongation, etc., may indi- 
cate that the silk is one grade lower than that shown by the 
visual tests without affecting its classification, but a greater 
variation results in the certification of the lot as one grade 
below that indicated by the visual tests. The following 
excerpts from the by-laws of the National Raw Silk Ex- 
change show the thorough provision made for determining 
the quality of silk tendered for delivery: 


Sec. 51. The Size Deviation Test shall be made as follows: sixty 
sizing test skeins of 450 meters each shall be reeled, 3 from each sample 
skein of the 20 skeins of the 5 bale lot. The number of occurrences of 
each size in deniers shall be multiplied by the difference between that 
size and the average size of the lot. The results shall be totaled and 
divided by the total number of sizing skeins (60). The final result will 
show the degree of size deviation. 

The record shall show a chart of the frequent distribution of the 
individual sizing test skeins, in a progressive order. Each sizing skein 
shall be weighed on a quadrant balance to the nearest half denier and 
the record shall show the average size for the test. 

Sec. 53. Tests for Tenacity and Elongation shall be made by Serigraph 
according to Article IV of the R. 8. C. C. of the Silk Association of 
America. 

Sec. 54. The Winding test shall be made on the 20 sample skeins 
and shall show the number of breaks occurring in one hour. One half 
of the sample skeins shall be wound from the outside of the skeins and 
the other half from the inside of the skeins at a speed of 150 yards per 
minute for 13/15 deniers and 180 yards per minute for 20/22 deniers. 
The period of winding shall be seventy minutes and after omitting the 
first ten minutes the breaks occurring during one hour are counted and 
recorded, 
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Sampling.—The first problem in the establishment of a 
system of inspection and grading is that of sampling. Every 
commodity dealt in on an organized futures market is graded 
by sample. Sampling is the only practicable method of grad- 
ing; yet each commodity presents its own difficulties. In 
the grain trades a sampling apparatus is employed because 
of the fine distinction as to quality between different grades. 
Cotton is sampled by cutting into both sides of a bale and 
drawing a pound or more from the opening. Sampling from 
different sides is done in order to detect any admixture of 
inferior cotton which might not be discoverable in a sample 
drawn only from one side. Sugar may harden and coffee 
may deteriorate or be damaged, so that a large part of the 
bag must be taken as a sample. Rubber is subject to mold 
and to freezing, and a given lot may contain a mixture of 
ribbings, making it difficult to obtain samples which are rep- 
resentative. This brief statement will give some idea of the 
difficulties inherent in the process of obtaining samples 
which are fairly representative of the lot. 

The actual sampling may be done in one of four ways. (1) 
Representatives of the buyer and seller may act together in 
drawing samples. (2) Sampling may be done by employees 
of the licensed warehouses, or (3) by inspectors acting under 
license from the Federal government or from the exchange, 
or (4) by the staff of the exchange. The first of these 
methods has defects which are at once apparent. Since the 
object of grading is to secure such uniformity that a ware- 
house receipt for a lot of the commodity of a given grade 
will be recognized by all in the trade as representing goods 
of a known and definite standard, sampling by private parties 
would strike at the very root of the desired condition of 
uniformity. There is lacking a central authority lending its 
reputation and sanction to the process. Sampling by em- 
ployees of the warehouse is open to the same objections with 
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attendant differences in grades. It is also objectionable be- 
cause the warehouseman has a financial interest in the grad- 
ing process. Since he delivers not any specific lot but any 
goods of a given grade, his interest lies on the side of grading 
low (hence, securing the poor samples) rather than in grad- 
ing high. If sampling is done by licensees of the exchange, 
their compensation is derived from fees. As in both of the 
methods mentioned above, the want of centralized control 
makes it possible if not probable that uniformity will be 
lacking. The further objection attendant upon the fee sys- 
tem is a possible tendency on the part of the licensed sam- 
pler to hurry the work at the expense of careful sampling 
in order to handle more jobs and earn more fees. The most 
satisfactory results are obtained by having the sampling 
handled by a bureau or an inspection staff employed by the 
exchange under the direction of a competent inspector di- 
rectly responsible to the governing board of the exchange. 
Uniformity in method and a single purpose to build a reputa- 
tion for the integrity of the certificates are best assured by 
this plan. 

Grading.—With the establishment of methods for uniform 
sampling, the problem of grading next arises. Grading from 
the samples may be undertaken (1) by graders acting under 
license from the exchange, (2) by a committee of the ex- 
change or members of the exchange authorized to perform 
this function, (3) by a staff of graders employed by the ex- 
change and under its direction, or (4) by graders employed 
under State authority. The objection to grading by li- 
censees is the same as that mentioned above for sampling 
by licensees, although in a trade where a buyer and seller 
can both inspect the lot and agree upon samples, it has 
proved feasible and is now in operation on the Coffee and 
Sugar Exchange. Sampling, grading, and weighing are all 
carried on by persons bearing licenses from the exchange. 
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Licensed samplers and graders have their applications en- 
dorsed by two members of the exchange, and application 
for a weigher’s license is endorsed by two weighmasters of 
the exchange. A special committee investigates the qualifi- 
cations of the applicants, and upon its favorable report a 
license is issued by the Board of Managers. 

The seller who intends to deliver on a coffee future names 
a licensed grader to represent him, and the buyer likewise 
names his representative. If a decision cannot be reached by 
the original graders, the question comes before the Board 
of Coffee Arbitrators composed of eight or ten graders des- 
ignated by the board of managers. Three members of the 
arbitration board are chosen by lot to decide the question. 
An appeal from the decision of the three arbitrators to the 
whole board is provided in case one of the original graders 
is dissatisfied with the decision of the committee. The cer- 
tificates of grade accordingly represent either agreement on 
the part of the original graders or else a decision of the board 
of arbitrators. 

In the cocoa trade, a similar system of grading and certifica- 
tion is found. 

Grading by an exchange committee or by members of the 
exchange under license presents two other problems. Ex- 
change members are usually men whose business affairs do 
not permit them to take much time for the performance of 
exacting work of this sort, and uniformity may also suffer 
under a committee-grading system. 

The primary object to be sought in grading is uniformity 
—an object which is best achieved by (1) control by the ex- 
change, (2) a single policy firmly administered to build up 
and maintain the reputation of the certificates, and (3) 
responsibility for grading as well as sampling and weighing 
centered in one administrative body. 
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Warehousing.—The warehouse stores and preserves the 
commodity, and its receipts are collateral against which 
banks make advances to the owners of the commodity. 
Since the warehouse receipt makes it possible for the owner 
of goods to borrow readily, it contributes directly to reducing 
marketing costs. More business can be done on the owner’s 
capital. In summarizing the services performed by ware- 
houses in the cotton trade, Alonzo B. Cox, former agricultural 
economist, Division of Cotton Marketing, Bureau of Agri- 
cultural Economies, says: 


The considerations which determine the value of warehouse receipts 
are: (1) The structure and location of the warehouse, (2) the facts 
set forth on the receipts, (3) the kind and amount of supervision received 
from disinterested parties, (4) the net free assets of the company, (5) 
the size and nature of the bond furnished, (6) the kind and amount of 
insurance carried on the cotton in the warehouse, and (7) the integrity 
and standing of the officials responsible for the operation of the ware- 
house. 

There is such a wide difference between the values of individual bales 
of cotton that a receipt calling merely for a bale of cotton is of indefinite 
value. The most desirable receipt shows the grade and staple of the 
cotton, its condition, the weight of the bale, the tag number of the bale, 
by whom the cotton has been classed, whether the cotton is insured, 
and a statement as to the negotiability of the receipt. 

The paper upon which the receipts are written and the way they are 
marked and issued should be designed to make the counterfeiting of 
receipts extremely difficult. The United States Department of Agriculture 
has worked out a plan which tends to throw around the federal ware- 
house receipt restrictions similar to those observed in the issuance of bank 
notes. 

Just as inspection has given confidence in national banks, so proper 
supervision and inspection strengthen confidence in warehouse receipts. 
Inspection by a disinterested government official has demonstrated its 
value, and many banks are insisting upon a federal receipt. 

A knowledge of the value of the net free assets of the company operat- 
ing the warehouse is important, especially if the receipt is to be used 
at distant points. A periodic statement of the assets and liabilities adds 
much to the standing of a warehouse company. 

Insurance to cover the cotton in the warehouse, based on the class and 
weight shown on the receipt and on the daily market price is usually 
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required when receipts are offered as security for loans. The policy 
on the cotton may be carried either by the warehouseman or the owner, 
but when a loan is desired the banker’s conditions must be met. In the 
small country warehouse it is frequently carried by the warehouseman and 
paid for as a part of the warehouse charge. The cotton merchants and 
the large cooperatives carry their own insurance on their cotton, because 
they can obtain better rates and a policy broader in scope... . 

In markets where cotton is tendered for delivery against future con- 
tracts, a proper system of warehouse supervision and inspection adds 
greatly to the value of the contract and facilitates a freer movement. 
The improved system of warehousing, coupled with a better cotton 
classing service and means of identification of bales, is doing much to 
eliminate waste and shorten the marketing route.? 

3 Services in Cotton Marketing, U. S. Department of Agriculture Bulletin 
No. 1445, pp. 23, 24. 


Chapter X 
GOVERNMENT REGULATION 


LEGISLATION, both federal and state, affecting commodity 
exchanges falls into two broad divisions: efforts to cripple or 
destroy the speculative machinery of the exchanges and laws 
directed against certain abnormalities, such as corners, or 
against rules and practices which it has been deemed desirable 
to regulate or change in the interest of business welfare. 
Efforts of the former sort have taken the form of laws to 
prohibit trading in futures or in general prohibitions of 
“gambling” transactions; and to the proponents of such legis- 
lation a futures contract was always a gambling device and 
the futures exchange a rendezvous of gamblers. It is worth 
noting here that in the older states in some of which laws 
prohibitory of futures trading were passed before the West 
was settled, there has been little or no attempt in modern 
times to interfere with the legitimate workings of commodity 
exchanges. Public opinion as interpreted by the legislatures 
has been confined to correcting abuses where they have 
existed rather than directed at prohibitory legislation. The 
subject of state laws affecting exchanges will be considered 
in the chapter dealing with the legal aspects of commodity 
exchanges. In this chapter attention will be given to the 
broader question of Federal regulation and supervision. 
Reasons for Government Regulation.—Active attempts 
at regulation have been leveled against exchanges on many 
counts: (a) That speculation on the exchanges is a means 
of raising prices and is, therefore, detrimental to the con- 
sumer; (b) That speculation on the exchanges depresses 
181 
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prices and is therefore harmful to the producer; (c) That all 
speculation is gambling and wrongful; (d) That the specula- 
tive machinery of the exchanges is abused and prices are 
manipulated to the detriment of producers or consumers of 
the commodity; (e) That rules or by-laws of the exchange 
regulating price differences, grading, deliveries, and other 
matters are not in line with the best interests of the particu- 
lar trade. These criticisms have been the motivating in- 
fluences in all of the legislation proposed or laws passed 
affecting commodity exchanges. Before taking up the subject 
of legislation in more detail, it will be well to give attention 
to the circumstances which have inspired it. 

Influence of the Exchange on Prices.—A single incident 
is illustrative of one body of thought about commodity ex- 
changes. In the spring of 1928, announcement was made 
of the formation of the National Raw Silk Exchange. The 
announcement was read by a lady whose interest in the silk 
industry is entirely that of aconsumer. She inquired: “Does 
that mean that we will pay higher prices for silk goods?” 
In her mind, the existence of an exchange was synonymous 
with high prices. At this same time a Congressional Com- 
mittee was engaged in the investigation of affairs of another 
commodity exchange, their investigation having been started 
by the charge made by producers that the exchange machin- 
ery was a factor in depressing prices. This is merely a mod- 
ern example of a situation that has existed before. The 
classic example is the one of the two sets of resolutions, one 
passed by a farmers’ meeting, condemning futures contracts 
because they depressed wheat prices, and the other adopted 
three weeks later by the Association of American Millers, 
condemning futures because they raised wheat prices. 

Each man’s belief must be determined by his individual 
viewpoint. We are not considering now the use made of 
exchange machinery, but the natural effect of that machinery 
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upon prices. The exchange provides a wide, ready market 
and makes that market accessible to both buyers and sellers. 
The streams of opinion regarding the course of prices con- 
verge on the exchange floor. Numerous investigations of 
exchanges and their practices have been undertaken, but not 
one has borne out the contention that the exchange ma- 
chinery as such is a factor tending to elevate or to depress 
the prices of commodities. 

The heaviest attacks made upon exchange trading were 
launched in the nineties. It is significant that this was a 
period of agricultural depression. Farmers were hard pressed 
to eke out a scanty subsistence, and they sought relief in any 
measures, sound or fanciful, which seemed to promise an 
alleviation of their condition. This was the era of free silver 
agitation. It was an era, too, of widespread attacks upon 
futures exchanges engendered by a belief that somehow and 
in some way these institutions must be responsible for some 
of the farmers’ ills. In 1890 the forerunner appeared in Con- 
gress in the shape of the Butterworth Anti-Option Bill + which 
never came to a vote. Two years later a number of bills were 
introduced which were combined finally in one measure, the 
Hatch Bill. It has been noted that producers were vitally 
concerned about low prices; hence we find the Hatch Bill 
prohibiting short selling because of the belief that short sell- 
ing was a factor tending to depress prices. This measure 
was passed in both houses of Congress, but amendments were 
introduced in the Senate requiring further concurring action 
by the House of Representatives. Congress adjourned before 
the bill could be taken up in due course, and the motion to 
suspend the rules and give preferred consideration to the bill 
lacked the necessary majority. The following year the bill 


1In legislative proposals and in some literature the word “option” is 
loosely used when futures contract is meant. In its proper usage, an option 
is a put or a call; but references in this chapter to anti-option bills mean 
bills directed against futures trading. ; 
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which passed the lower house did not come up for action 
in the Senate. 

The effect of increased gold production in South Africa 
and the Klondike and the stimulus afforded gold production 
by discovery of the cyanide process now began to have a 
silent influence upon agitation against the exchanges. Agri- 
cultural prices rose and bills directed against short selling and 
futures contracts disappeared for nearly a decade. Begin- 
ning with 1903, there was a revival of bills directed against 
short selling, speculation, and various other phases of ex- 
change operation, including a comprehensive measure which, 
if enacted, would have occasioned consternation among sup- 
porters and adversaries alike, since it was designed to prevent 
anyone from gaining or losing sums of money from fluctua- 
tions in value of products of the soil. The number of bills 
increased, but most of them were buried and never came to 
a vote. 

It is impossible to criticize agriculturists who complain 
because they find months of hard work poorly recompensed 
when their crops bring low prices. It is possible, however, 
to question the vision of those who adopt the farmers’ ills 
and attempt to make capital of them by legislation directed 
not at a cause but at machinery which is not a fundamental 
factor in price making. The agitator, seeing only the Chicago 
market for wheat or the New York market for cotton, may be 
entirely ignorant of the fact that it is generally accepted that 
wheat prices are made in Liverpool, or that the New York 
market for cotton is bound by very close ties to the markets 
of Liverpool and Manchester. With a commodity of world- 
wide production and consumption, the prices of which are 
determined on closely related and sensitively attuned world 
markets, no single market can exert an appreciable effect 
upon normal price trends. 
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The German Experiment.—The most heroic experiment 
in the separation of exchange activities was that of Ger- 
many in 1896. A law was passed, effective the first of the 
following year, which, in addition to provisions affecting the 
stock markets, prohibited all dealings for future delivery in 
grain unless such contracts and the names of both parties 
were registered. The law was directed against short selling, 
believed by the agrarians to be responsible for low agricul- 
tural prices, and it was designed to stop speculation by the 
general public. With short selling eliminated, the effect 
was a one-sided market. Theoretically, everybody had to 
be a bull or else stay out of the market altogether; and as 
a result bull movements were more accentuated and reactions 
more severe. Local markets assumed an increasing impor- 
tance; but buyers and sellers in the local markets were de- 
prived of an important aid in arriving at a fair price, because 
prices in a national market were no longer available. The 
proviso for registration of contracts proved a fiasco, and the 
law achieved the unintended and unforeseen result of promot- 
ing “welching” on contracts. Speculative trades were made, 
but if the result was adverse to a speculator who had no high 
regard for a moral obligation, the other party was left with- 
out redress. The contract not being registered, no legal 
action upon it could be maintained. 

Recent Regulatory Acts.—In recent years, legislative 
activity has been concerned not with abolishing trading in 
futures, but with regulation and control, in order to eliminate 
practices detrimental to the trade and to remedy existing 
abuses. While efforts to abolish futures trading have been 
misdirected, it is equally true that legal regulation has been 
brought about frequently by the failure of exchanges to cor- 
rect conditions which it lay within their power to remedy. 

The two most important laws affecting commodity ex- 
changes are the United States Cotton Futures Act and the 
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United States Grain Futures Act. The importance of these 
Acts makes it necessary to note the reasons for their passage 
—the conditions which they were designed to remedy and 
how those purposes have been accomplished. 

The Cotton Futures Act.—The Cotton Futures Act, passed 
by Congress in 1915, imposed Federal regulation upon trad- 
ing in cotton futures after the New York Cotton Exchange 
had failed to adopt recommendations made by the Bureau of 
Corporations. The matter had its genesis in 1906. Accord- 
ing to the rules of the New York Cotton Exchange, price 
differences between the basis grade and other grades deliver- 
able on the futures contract were established periodically by 
a committee of the exchange known as the Revision Com- 
mittee. This committee met twice a year, in September and 
November. At the September meeting it established differ- 
ences which prevailed for settlements until the November 
meeting, while the differences established in November pre- 
vailed until September of the following year. This method 
was known as the “fixed difference” system. It was open 
to the natural objection that the differences established 
were arbitrary and were not “commercial” differences. Ob- 
viously a scale of differences fixed twice a year by a committee 
would not bear a close relationship to actual price differences 
prevailing in spot markets. In 1906 an extraordinary crop 
situation, coupled with a failure of the revision committee 
to appraise properly its effect in the spot market, brought 
about a chaotic condition. The revision committee met on 
September 12 and established price differences, making little 
change in the prevailing schedules. Before the end of the 
month, storms of great violence swept from the Gulf over the 
cotton states, not only destroying crops but doing tremendous 
damage to the quality of the growing cotton. Open bolls 
were stained by the downpour of rain and filled with sand 
by the high winds. Nor did the weather improve after the 
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storm. A continuance of rainfall aggravated the damage 
which the storm had accomplished, and the cotton crop of 
1906 was one of the lowest in average quality which has ever 
been marketed. 

The damage came at a time when there was a heavy de- 
mand for high-grade cotton. The prevalence of the heavy 
demand and the damage wrought by the storm caused an im- 
mediate and widening spread between middling cotton and 
lower grades in the spot markets. Commercial differences, 
2. e., differences in cash markets, widened so that, to take one 
grade alone, low middling, a discount grade, was quoted 1.13 
cents below middling by the time the revision committee met 
in November. It was the expectation in the trade that the 
fixed differences would be greatly increased. The changes, 
however, were relatively slight. Whereas low middling was 
1.13 cents below middling in the spot markets, the revision 
committee established a difference of 0.50 cents below; and 
whereas good ordinary was 1.94 cents below middling in the 
spot markets, the fixed difference established by the commit- 
tee was 1.25 cents. The effect of these inadequate revisions 
was to depress the prices of all futures. The holder of low- 
grade cotton (of which there was a plethora) could deliver 
it on a futures contract at a price far in excess of that which 
he could command in the cash market. Since the commercial 
demand was for high-grade cotton, and since the inadequate 
scale of differences established was an invitation to dump 
low-grade cotton on the New York market, the spread be- 
tween spots and futures widened materially after the adop- 
tion of these differences. The value of the market as a 
medium for hedging was largely destroyed. 

The dissatisfaction produced by this unfortunate combina- 
tion of circumstances led to an investigation of cotton ex- 
changes by the Commissioner of Corporations, the particular 
subject of inquiry being methods of fixing differences. As 
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a result of the investigation, recommendations for correcting 
the evils inherent in the system of fixed differences were 
made. The New York Cotton Exchange did not take favor- 
able action. Accordingly, some years later the government 
proceeded to impose regulations by law. The Cotton Futures 
Act compels the use of commercial differences; that is, price 
differentials between deliverable grades must be based upon 
those prevailing in the spot markets. In order to insure that 
price data from spot markets will be adequate, the Act pro- 
vides that if a spot market exists on the exchange, differences 
on futures shall be those prevailing in the spot market. If a 
spot market does not exist, the differences prevailing in at 
least five spot markets named by the Secretary of Agriculture 
are to be used for fixing differences on the exchange contract. 
The Act also provides for the use of standards established by 
the Department of Agriculture, and establishes a system of 
inspection, grading, and labeling of bales under the super- 
vision of officials of the Department. 

The Grain Futures Act.—This Act, passed in 1922, is a 
reenactment of an Act of the same tenor passed the previous 
year which was held unconstitutional. By the terms of the 
Act, trading in grain futures is limited to contract markets 
located at important grain terminals, designated by the Secre- 
tary of Agriculture. The principal purposes of the Grain 
Futures Act are summarized in the Report of Grain Futures 
Administration, United States Department of Agriculture, 
September 9, 1924 (page 2). 


(1) To obtain for the use of Congress and the enlightenment of the 
public authentic and comprehensive information regarding trading in 
grain futures. As some writer expressed it, Congress intended “to 
remove the mystery” from grain futures. To accomplish this object,-the 
law contains provisions requiring the making of adequate original records 
of cash and future transactions on boards of trade, the keeping of such 
records for a sufficient length of time, and the rendering of reports based 
thereon. Such records must show all the details and terms of all such 


GOVERNMENT REGULATION 189 


transactions. They must be kept for three years or longer, if required 
by the Secretary of Agriculture, and must be open to inspection by 
properly authorized representatives of the Departments of Agriculture 
and Justice. Proper safeguards are provided against the unauthorized 
publication of information which would separately disclose the business 
transactions of any person or trade secrets and names of customers. 

(2) To prevent the dissemination by boards of trade or their members 
of false or misleading reports concerning crop or market information or 
conditions that affect the price of grain. 

(3) To prevent the misuse of facilities of grain futures exchanges in 
ways which result or tend to result in “sudden and unreasonable fluctua- 
tions in prices” or in the cornering of grain. 

(4) To make the contract markets open markets for producers by 
preventing the arbitrary exclusion of properly formed and conducted 
cooperative associations of producers engaged in the cash grain business 
which act for their members on a patronage dividend basis. 

(5) To limit trading in grain futures to boards of trade located at 
terminal cash grain markets where there are available official inspection 
service and satisfactory grain marketing conditions. 


Abuses Overcome.—State legislation and vigorous action 
by commodity exchanges have combined to remove three 
matters from the purview of present legislation. Bucket 
shops have been effectively driven out of business as much 
through the vigorous crusades waged by exchanges as through 
legal action. Bucket shops were found in two forms. A firm 
purporting to be a commission house might receive orders 
which it “bucketed.” It would make a purchase and simul- 
taneously execute an offsetting sale for its own account, or 
vice versa. To all intents and purposes, the customer’s order 
was never executed. The part of legitimate commodity ex- 
changes was played also by the existence of odd-lot ex- 
changes which were in reality simply bucket shops. 
Legitimate trading was not carried on upon the floors of these 
exchanges; they existed merely as devices for attracting the 
business of the small speculator whose orders were generally 
bucketed. Deprived of the quotation services of the legiti- 
mate exchanges, the odd-lot bucket shop exchange has passed 
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away. Puts and calls are expressly prohibited by the by- 
laws of many of the commodity exchanges. Legislation exists 
in Illinois designed to penalize corners, and the Chicago 
Board of Trade has adopted rules likewise designed to pre- 
vent cornering the market in any commodity traded in on 
its floor. 

Other Regulatory Proposals.—During the Congressional 
session in the winter of 1927-28, other proposals for the 
regulation of futures markets were brought forward. Bills 
were introduced to provide for Southern deliveries on futures 
contracts made on the New York Cotton Exchange. The 
position of the proponents of the bills is that New York is 
not a natural cotton market and that requiring cotton to be 
shipped to New York for delivery on a futures contract is 
an unnatural and uneconomic regulation, when spot markets 
are to be found scattered throughout the cotton-growing 
states. The proposal was also advanced to limit the amount 
of a single speculative interest in any one delivery month 
as a measure to guard against price manipulation. The 
Rankin Bill provided for the confiscation of cotton withheld 
from the market with intent to manipulate prices, it being 
the allegation of proponents of this bill that large stores 
of cotton were accumulated by important interests and with- 
held from the market for the purpose of influencing prices. 

Evils—Supposed and Real.—The trend of legislative 
thought regarding commodity exchanges has apparently been 
toward regulation rather than the prohibition of futures trad- 
ing. It isasalutary change. By directing attention to those 
matters which are objectionable and remediable, Congress 
and the exchanges may be instrumental in furthering the 
economic services rendered by the latter, instead of indulging 
in ill-advised agitation fraught with the danger of killing 
the good for the sake of removing the evil. The legislation 
which would abolish futures trading would destroy institu- 
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tions which are of vital aid to every link in the distributive 
system from producer to consumer, removing the opportunity 
to hedge; and straightway, in the grain and cotton trades 
where hedging is largely employed, the spread between the 
price received by the producer and the price paid by the con- 
sumer must be readjusted. The only way in which the dis- 
tributor can be paid for his increased risk is by obtaining 
an increased profit. To attempt to abolish short selling is 
the same thing as attempting to abolish futures markets. 
An instrument which now tends to cushion the velocity of 
declining prices would be removed, increasing the violence 
of fluctuations and making markets less valuable for hedging 
purposes. A distinguished economist sums it up in this way: 

So great has been the extent of this evil [market manipulation] that 
many have desired to see an entire prohibition of contracts for future 
delivery of things which a man does not possess at the time; but this 
is obviously out of the question. It would prevent operations like those 
of the cotton broker or the lumber merchant, which economize the 
capital of the community and have become a necessary feature in 
modern business life. It would be attended by great and disastrous 
irregularity in prices. Any legislation of this kind, in order to be 
successful, must be so contrived as to affect the gambling transactions 
and leave the legitimate ones comparatively untouched? 

On the other hand, the aims of the legislation, both pas- 
sive and proposed, for the last decade have been salutary. 
As indicated, the Cotton Futures Act and the measures in- 
troduced during the winter of 1928 were designed to improve 
the distributive system in the commodity trades to which 
they applied. An artificial method of fixing differences has 
been supplanted by a system making those differences rep- 
resentative of prevailing prices in spot markets. Inspection 
and grading in the grain trades and the cotton trade have 
been standardized and improved. One prime objection to 
the cottonseed oil futures contract on the New York Produce 

2 Arthur Twining Hadley, Hconomics, p. 108. 
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Exchange was that delivery was required in barrels, and that 
the quality of oil called for by the rules of the exchange did 
not conform to the needs of the industry. Matters of this 
sort are properly the subject of regulation. The exchange 
must serve the best interests of the trade if it is to accom- 
plish its purpose, and the one thing perhaps most desirable 
is that exchanges should take the initiative in adapting their 
contracts to accepted trade practices, rather than by their 
own inertia to bring about the necessity of legal regulation. 

Exchanges Act to Prevent Abuses.—The grain exchanges 
have given wide and plenary powers to their Business Con- 
duct Committees in recent years. The scope of the control 
possessed by this committee of the Chicago Board of Trade 
is shown by its Rule 82: 


82. Business Conduct Committee—The President, with the approval 
of the Board, shall appoint from the general membership, three members 
of a business conduct committee, who are not serving as directors or 
officers of the Association, one for a term expiring October 1, 1926, 
one for a term expiring October 1, 1927, and one for a term expiring 
October 1, 1928, and thereafter at the first meeting of the Board in 
September of each year, the President, with the approval of the Board, 
shall appoint one member of such committee for a period of three 
years, dating from October 1 in such year. In case of a vacancy, the 
President, with the approval of the Board, shall fill the vacancy for the 
unexpired term. The three members thus appointed, together with the 
President of the Association and the President (or if there be no Presi- 
dent, the Treasurer) of the Clearing House shall constitute the business 
conduct committee. Five members of the Committee shall be required 
to constitute a quorum, but in the absence of one or more members from 
a particular meeting, the members present may fill the Committee by 
temporary appointments for that particular meeting. All regular mem- 
bers of the Committee shall pledge themselves to the Association that 
they will not speculate for their personal account in any commodity which 
is traded in on the Chicago Board of Trade during the period of their 
service. The Committee shall be charged with the duty and authority to 
prevent manipulation of prices as provided in Section 5 (d) of the 
Grain Futures Act and shall have general supervision over the business 
conduct of members, particularly insofar as such conduct affects (1) 
non-member customers; (2) the public at large; (3) the state govern- 
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ment; (4) the federal government; (5) public opinion, and (6) the 
good name of the Association. The Committee may investigate the 
dealings, transactions and financial condition of members, and may 
examine their books and papers upon request. The Committee may 
employ such auditors and other assistants as they may deem necessary, 
and all expenses incident thereto shall be payable from the funds of the 
Association. Members under investigation shall be advised of the 
nature of the investigation, and may appear before the Committee and 
offer such testimony, explanation or justification as they may wish. 
If as the result of any investigation, the Committee finds that a par- 
ticular course of conduct is, or thereafter would be, unfair or unjust, 
or in violation of the law or the rules of the Association or calculated to 
impair the good name of the Association, the Committee shall notify 
the member in writing of its conclusions, and direct such member to 
desist from such past or proposed conduct. The findings and conclusions 
of the Committee in the premises shall be final and without appeal. 
Any member who fails to appear before the Committee pursuant to its 
request, or to submit his books and papers to the Committee for their 
examination, or who conducts himself in violation of any order of the 
Committee after having been duly notified thereof, shall be charged 
with an offence against the Association, and if found guilty shall either 
be expelled or suspended for any specified period by the Board. 


The creation of a committee with these powers is regarded 
as “undoubtedly a most far-reaching progressive step and 
this plan of preventing wide and unwarranted price fluctua- 
tions and excessive speculative trading and manipulation 
should be given a fair trial before resorting to more drastic 
regulatory measures.”* The best regulation is that which 
proceeds from within the trade itself, and since the exchange 
is an important part of the trade, the consideration of gov- 
erning bodies should be given constantly to methods of 
making exchange practices not only conform to those of the 
trade, but toward making exchange prices as free as possible 
from artificial manipulation. 

Report of the Royal Grain Inquiry Commission.—The 
grain trade in Canada was investigated by a commission ap- 
pointed in 1923. In the course of its investigation, the com- 


° Fluctuations in Wheat Futures, Senate Document 135, 69th Congress, 
First Session, p. 13. 
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mission had occasion to inquire into complaints against the 
Winnipeg Grain Exchange. The complaints embraced 
charges made against commodity exchanges in the United 
States. Having indicated the fields in which regulation has 
been beneficial, we may conclude with the findings of the 
Commission regarding matters which should not be the sub- 
ject of legislative interference. 

The first of the general charges was that the Winnipeg 
Grain Exchange was under the control of the grain handling 
interests, and consequently it was an institution detrimental 
to producers. In the language of the commission, 


In so far as the exchange, therefore, is an organization to provide for 
the maintenance of a market place, it forms, without undue restriction, 
a necessary and beneficial link in the marketing of western grain. The 
Exchange does not of itself buy or sell grain. It does set up the ma- 
chinery under which grain can be conveniently bought and sold. It 
does not appear, then, that there are any undue restrictions placed 
either upon obtaining membership in the exchange, or upon making 
use of this machinery in the buying and selling of grain* 


A second allegation was that speculation is injurious to 
the community in general and to farmers in particular. The 
conclusions of the commission, which may well be consid- 
ered in connection with the chapter on “Speculation,” were 
as follows: 


(1) That a futures market permits hedging and that hedging by 
dividing and eliminating risks in price variations reduces the spread 
between the prices paid to the farmer for his produce and those obtained 
for it upon the ultimate market. 

(2) That hedging facilitates the extension of credit and thereby re- 
duces the cost of handling grain by making it possible for grain dealers 
to operate on less capital than would be the case otherwise. 

(3) That for the same reason hedging makes a larger degree of com- 
petition possible in the grain trade, on a given amount of capital. 

(4) That hedging is of advantage to exporters so that even in in- 
stances where grain is handled under a pooling organization where the 
initial risk is carried by the farmer himself, in order to handle suc- 


“P. 130. 
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cessfully the export trade such organizations find it desirable to make 
use of the futures market. 

(5) That a competent speculative element in the market ensures a 
continuous and searching study of all the conditions of supply and 
demand affecting market prices. 

(6) That speculative transactions tend to keep prices as between the 
contract grades and as between present cash prices and cash prices in 
the future in proper adjustment to each other and to future conditions of 
supply and demand. 

(7) That prices thereby tend to be stabilized and fluctuations reduced. 

(8) That a speculative element is necessary in an exchange to ensure 
a continuous market so that when a crop is dumped upon the market 
in the fall the farmer will not suffer loss by a heavy drop through 
absence of demand for immediate use. 

(9) That individuals who engage in speculative transactions without 
adequate knowledge or capital not only usually lose heavily but also are 
a disturbing element upon the market. Their transactions become mere 
gambling. 

(10) That it does not seem possible to legislate effectively so as to 
eliminate such individuals without disturbing the general and genuine 
usefulness of the exchange; but that legislation should be directed 
towards preventing the incompetent from being lured into speculation. 

(11) That Parliament should not at present enact restrictive legisla- 
tion in the expectation of tempering fluctuations on the exchange, or of 
improving and stabilizing prices, but that time should first be taken 
to allow the new American law on this subject to demonstrate its 
efficacy. 

(12). That the penalties and precautions against rigging the market, 
or dishonorable trading, seem calculated to make such practices rare and 
unprofitable.5 


5 Report of the Royal Grain Inquiry Commission, Dominion of Canada, 
January 7, 1925, p. 139. 


Chapter XI 
COMMODITIES ADAPTED TO FUTURES TRADING 


Wy are some commodities the subject of futures trading on 
organized exchanges, while no organized futures markets 
have been established for trading in other commodities 
equally important? Why is it that wheat, cotton, coffee, 
corn, oats, rubber, silk, cocoa, tin and other commodities are 
singled out for futures trading on organized markets, while 
steel, brass, potatoes, coal, petroleum, lumber, etc., are not 
the subject of such trading? The reason cannot be found in 
relative importance or value of the commodity or in the gen- 
erality of its use. The money value of steel products far ex- 
ceeds that of cocoa imports, and potatoes are in more exten- 
sive use than coffee. In examining the reasons why some 
commodities have futures markets and others do not, we 
must center attention upon the nature of the commodity 
itself. 

Units Must Be Homogeneous.—It is a condition precedent 
for futures trading that units of the commodity be inter- 
changeable. The speculator or the hedger does not buy or 
sell any specific or identified units of a commodity, but he 
sells according to established grades and descriptions. Hence, 
a commodity whose units are not homogeneous would be an 
impossible one for futures trading. Under the Torrens Sys- 
tem, real estate titles may be made readily marketable by 
registration. No two lots, however, can have the same loca- 
tion, and so it is mere chance if they have a like value. 

Looking at the commodities in which futures trading is 
carried on, it will be found that all answer this requirement 
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of homogeneity. Some commodities are known as fungible 
goods. Wheat is an example of a fungible commodity. An 
elevator may contain thousands of bushels of Number 1 Hard 
spring wheat belonging to several owners and it is entirely 
immaterial to the buyer what lot or whose wheat he receives. 
The stocks of the various owners are admixed, and pur- 
chases and sales made with no thought of identity. On the 
other hand, cotton, silk, and rubber are not fungible, but 
they are homogeneous. While cotton and rubber are not 
mixed, they are capable of being graded so that one lot of 
a given grade is just as acceptable to buyer or seller as any 
other lot of that grade. 

The Commodity Must be Susceptible of Grading.—If the 
units of a commodity are homogeneous, it follows, as a corol- 
lary, that the commodity must be susceptible of division into 
standard grades. There is no commodity whose units are 
exactly alike. Differences in grade arise from a multiplicity — 
of causes. One lot of cotton will differ from another in 
length of staple, in its cleanness, and in the color of the 
staple. Rubber in the course of production may come out 
in the form of a clean sheet of amber-colored translucency, 
or it may accumulate dust, bark, and other foreign sub- 
stances. Two bales of raw silk may vary in evenness, clean- 
ness, and neatness of the threads; there may be variations 
in size, in tenacity, and in elasticity. Conditions of this 
sort affecting every commodity according to its nature make 
it impossible for every unit of the commodity to be regarded 
commercially as the equivalent of every other. If, however, 
standards can be established so that by inspection and clas- 
sification the commodity may be divided into well-defined 
grades, readily identified by the trade, the units of each 
grade are homogeneous. 

Supply and Demand Must Be Large.—The necessity of a 
broad market for futures trading has been pointed out. 
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Even if every other element of futures trading were present, 
alligator pears would not be a commodity for which a satis- 
factory futures market could be maintained. The supply, 
compared with staple commodities, is small, and the demand 
is small; consequently, speculators with large financial re- 
sources might readily obtain control of an alligator pear 
futures market, and it would soon cease to be a natural 
market but become merely a battleground for contending 
speculative factions. 

Some authorities hold that the commodity must be in 
worldwide demand. As a matter of fact, most commodities 
which are the subject of futures trading are in worldwide 
demand, although in widely different degree. It is ques- 
tionable, however, if this is indispensable. The requirement 
may be best summarized by stating that supply and demand 
should be large enough so that the futures exchange will 
function as a market place and not merely as an arena for 
contending speculators. 

The Supply Must Flow Naturally to Market.—Not only 
must a supply of a commodity be large, but its flow to world 
markets must be substantially free and unhampered by arti- 
ficial restraint. An impossible condition would exist if or- 
ganized futures trading were attempted in a market where 
the supply was under effective control and could be increased 
or diminished at the will of any government, group or indi- 
vidual. The market would then function not as a piece of 
price-making machinery, but merely as an adjunct to the 
will of the controller of the supply. 

The term “effective control” has been used advisedly. 
The Rubber Exchange of New York commenced operating 
at a time when the Stevenson plan for restricting production 
and export of rubber from British Malaya was in effect. The 
purpose of the plan was to control the price of rubber by 
periodically increasing or reducing the exportable supply. 


COMMODITIES ADAPTED TO FUTURES TRADING 199 


Nevertheless, the Rubber Exchange functioned effectively 
in registering price movements in rubber from the time of 
its organization. The reason is that the control was not 
effective. Had the price of rubber been brought under com- 
plete control, every user of rubber, whether manufacturer or 
consumer, would have been compelled to pay prices dictated 
by the British government. But high prices produced the 
inevitable economic effect of increasing the supply from 
other sources; consequently, control was only partially effec- 
tive. 

Supply and Demand Must Be Uncertain.—Uncertainty 
of supply and demand is essential for a commodity to be 
the subject of futures trading. If supply and demand are 
both certain, prices are readily adjusted without the inter- 
vention of any organized market machinery. Again, if either 
of the factors is certain and the other uncertain, while the 
problem of adjustment is more difficult, no elaborate market 
machinery is required to bring it about, and there is not 
sufficient uncertainty to engage the attention of a Jarge body 
of speculators. When supply and demand are both uncer- 
tain and subject to wide change, a condition exists where the 
relationship between the forces of supply and demand is 
constantly changing. This play of economic forces produces 
the constant fluctuations in price which must exist in any 
broad market. Nobody would call United States Govern- 
ment Bonds or Atchison, Topeka and Santa Fé General 4’s 
or United States Steel Preferred speculative footballs; yet 
prices of these gilt-edged securities fluctuate from day to 
day and week to week and over a period of years. The up- 
ward or downward price changes may assume large propor- 
tions. Shifting demand and changing market supply oper- 
ate to make the constant oscillation in prices. It is shifting 
demand, coupled with the fact that supplies can never be 
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estimated with exactness, that causes oscillations in the 
prices of commodities. 

The Commodity Must Not Be Perishable.—The futures 
contract may call for a delivery of units of the commodity 
many months hence. Consequently, the commodity must 
be capable of being stored in times of glut to meet require- 
ments of the market in times of scarcity. A commodity sub- 
ject to rapid deterioration does not meet this requirement. 
The dealer who makes a contract to deliver the commodity 
months hence, having the commodity in store at the time 
he makes the contract, must have assurance that it will 
remain unchanged in quality until the delivery date. The 
commodity should lend itself to the warehouse’s economic 
function of providing time utility, and the supply of the 
present should be capable of continuing as the supply of 
the future. 

Commodities in Which Futures Trading Is Carried On.— 
The cereal grains—wheat, corn, oats, rye, barley—all are 
the subject of futures trading. In addition to these domestic 
agricultural products flaxseed and grass-seed are dealt in on 
futures exchanges. Cotton is the principal textile com- 
modity traded in on futures markets; silk has been the sub- 
ject of futures trading on the Yokohama Bourse for many 
years, and futures trading was inaugurated in 1928 on the 
National Raw Silk Exchange, Inc., in New York. Sugar and 
coffee are dealt in on the New York Coffee and Sugar Ex- 
change; cocoa, on the New York Cocoa Exchange; pork 
products such as lard, short ribs, and mess pork are traded 
in on the Chicago Board of Trade. Cottonseed oil has an 
active futures market on the New York Produce Exchange 
and the New Orleans Cotton Exchange. Butter and eggs 
are the subject of futures trading on the Chicago Mercantile 
Exchange. Rubber futures have been traded in on the Rub- 
ber Exchange of New York since 1926. The National Metal 
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Exchange provides for trading in tin futures. Contrasted 
with this group, there are commodities which obviously do 
not lend themselves readily to futures trading. 

Commodities Not Adapted to Futures Trading.—Gold, 
_as the standard of value, stands at the opposite end of the 
scale from wheat and cotton. As long as any country is on 
a gold basis, the price of gold in terms of the monetary unit 
does not change. For an example of what happens when a 
country is not on a gold basis, it may be noted that during 
the time of greenback inflation from the Civil War period 
to the resumption of specie payments in 1879, gold was the 
subject of constant speculation and of wide price changes. 
Uncanned fruits and vegetables do not lend themselves to 
futures trading. We need go no further than to note the 
fact of their perishability. Brass is a manufactured commod- 
ity. Its demand may vary, but the supply is capable of close 
coordination with the demand. 

Any product whose value is influenced by style change is 
again obviously unfitted for futures trading. The demand 
in this case would be as capricious as the supply is artificial 
in the case of a commodity of a monopolistic or semi-monopo- 
listic nature. Sulphur is an outstanding example of a com- 
modity unfitted for futures trading because of the restricted 
sources of supply. Known sulphur deposits abroad have 
been greatly depleted and the world’s chief supply of sul- 
phur is now in the United States. Furthermore, it is con- 
trolled principally by two producers. Sulphur prices do not 
fluctuate, but they are established by contract, and the pro- 
ducers exercise a fair measure of control over the price. 

Since coffee and cocoa are both the subject of futures trad- 
ing, the question may be raised why tea is not also traded 
in on futures markets. The difficulty here is with grading. 
The establishment of commercial grades for this commodity 
is a matter involving not only expert opinion but taste, 
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and the human factor enters into tea classification to so 
great an extent as to make it a difficult subject for futures 
trading. 

A consideration of the nature of a commodity and of the 
breadth or narrowness of the demand for it will give an 
answer to why futures trading has not been carried on and 
is not likely to be carried on in many products. Some will 
obviously be debarred because of perishability; others are 
known to have a comparatively narrow market. Some, as 
potash, will fall in the same category as sulphur—unadapt- 
able because of restricted sources of supply, as well as having 
a comparatively thin market. Manufactured articles are 
capable of ready adjustment to market needs. Of more im- 
portance is the fact that in proportion as the art of the manu- 
facturer contributes to the form, shape, color, and make-up 
of the article, individual units of the article will vary widely. 
The element of homogeneity will be lost, and buyers making 
their purchases only from inspection would not be aided by 
a market whose contract could not possibly reflect the mani- 
fold differences in the goods. 

It is sometimes laid down that manufactured articles are 
not adapted to futures trading. A line must be drawn be- 
tween articles which pass through an elementary stage of 
manufacture to prepare them for the commercial market, and 
commodities which have passed through more advanced 
stages of manufacture. The test of adaptability is not 
whether the articles are manufactured, but whether the 
process of manufacture is uniform and the products similar. 

Commodities Adapted to Futures Trading.—But the 
foregoing review of reasons which debar some commodities 
from being suitable mediums for futures trading leaves one 
question unanswered. What of copper, lead, iron, tobacco, 
petroleum, jute, wool, coal, hides, skins, and similar commodi- 
ties which are durable, possess uniformity, are in a world- 
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wide demand and yet are not found dealt in on futures 
markets at all, or, if trading is carried on, only in limited 
volume? Are these commodities suitable for futures trading, 
and if so, what is the reason for the absence of organized 
markets? 

A commodity may possess all the inherent characteristics 
that make it adaptable for futures trading and yet be with- 
out such a market owing to conditions in the industry or be- 
cause the trade has not come to a realization of the useful- 
ness of futures trading. It requires more than inherent 
characteristics to make a futures market. The inherent 
characteristics must be present, but they must be coupled 
with a condition in the industry which makes a futures mar- 
ket a logical and natural step in the development of distribu- 
tive methods. We may take a few of the commodities 
mentioned and inquire further into their market possibilities. 

The Metals.—The London Metal Exchange has long been 
a leading factor in futures trading in the metals. In fact, 
London’s control over tin prices has been ascribed as due in 
no small measure to the presence of an organized futures 
market in that center. Trading is carried on in the four 
principal nonferrous metals—copper, tin, lead, zinc. In- 
stead of having separate pits, or rings, and trading in the 
four metals simultaneously, they are taken up, one by one, 
for a short period during each day. The secretary of the 
exchange announces from the rostrum the metal in which 
trading is to begin (they are taken up in the same regular 
order) and then, at the end of a short time—ten minutes— 
trading in that metal is ended by the ringing of a gong, and 
trading in another metal commences. 

These four metals, then, are not only adapted to futures 
trading, but they have been the subject of trading. The 
recent reorganization of the National Metal Exchange in New 
York was pursuant to an effort to restore vitality to the metal 
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futures market in this country. The National Metal Ex- 
change, opened in December, 1928, and began with active 
trading in tin. As the usefulness of the market increases, 
the other nonferrous metals will find a ready acceptance for 
futures dealing. 

Iron.—Dealing in iron warrants preceded modern futures 
trading. Scottish ironmasters, to keep their furnaces in blast, 
were wont to manufacture iron for stock during periods of 
dullness in the industry. This process naturally involved 
financing, which was accomplished by borrowing against the 
iron in store. As the practice developed, a central store 
came into being, to which iron was sent and which issued its 
own warrants. These warrants served as highly acceptable 
banking collateral and dealing in them had much of the 
aspect of modern futures trading. The market, however, was 
not serviceable to the trade, although the warrants were 
valuable as instruments of financing. There was little or no 
recourse to the market for hedging and the output of iron 
being regulated in a general way by the fluctuations of the 
business cycle and in no way seasonal, the occasion for hedg- 
ing did not exist. The growth in recent years of integrated 
units in the iron and steel industry—combinations which as- 
sure the source of raw materials, iron furnaces, steel mills, 
and mills devoted to specialized forms of manufacture such as 
rails, plates, etc——has been a factor making the need for a 
futures market for hedging purposes unnecessary for these 
vertical combinations. Pig iron is subject, however, to wide 
fluctuations in price, and the risk incident to these price 
changes remains a hazard in the business of the user of pig 
iron in manufacture. 

Other Commodities.—There are, on the other hand, com- 
modities not having futures markets which may grow into 
such markets. In the evolution of every commodity market, 
problems of grading assume great importance, conditions in 
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the industry must be carefully considered and there is always 
a considerable degree of inertia to be overcome. Commodi- 
ties in which futures trading would be of benefit to the in- 
dustry include wool, petroleum, jute (and the manufactured 
product, burlap), tobacco, hides and skins, sisal and hemp, 
potatoes, onions, apples and, possibly, coal. In all of these 
lines of trade, violent price fluctuations have wrought con- 
siderable disturbance. Wool has suffered both from a vary- 
ing supply and from changes in demand; the petroleum 
industry has hanging over its head the ever-present threat of 
overproduction from the discovery and exploitation of new 
fields; the coal industry has suffered for years from over- 
production. It is possible that futures markets will evolve as 
instruments of price protection in fields where they have not 
been hitherto known. | 

Wool.—The value of the world wool crop approximates 
that of cotton. The chief difficulty which has been con- 
sidered as standing in the way of futures trading in wool is 
that of grading. The principal wool-growing areas are Aus- 
tralia, New Zealand, the United States, Great Britain, South 
Africa, and South America. Differences naturally exist in 
wools which are the product of different climes. However, 
approximately 85 per cent of the domestic wools fall into 
eight grades—four being fleece wools, raised east of the 
Mississippi River, and four being territory wools, raised in 
the trans-Mississippi states. Considerable study has been 
given to the problem of wool classification and grading, and 
the work accomplished by the United States Department of 
Agriculture indicates that this is probably a less formidable 
obstacle than it formerly appeared to be. 

Wool at present is the one important textile trade where 
dealers and manufacturers are without the benefits of futures 


1The New York Hide and Skin Exchange, Inc., is in the process of 
organization (February, 1929). 
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trading. Fluctuations in the price of domestic and foreign 
wools have been sharp and extensive, and under present con- 
ditions the man in the trade must depend upon his acumen 
alone. He has, perforce, to carry on his business in part as a 
speculator. Yet wool is admirably adapted to futures trad- 
ing. The wide fluctuations in price brought about by chang- 
ing demand and supply varying because of droughts, disease, 
and competing demand for animals as food, unite with the 
elements of worldwide use, homogeneity, and durability 
to make it eligible. 

Petroleum.—Few industries have passed through such fre- 
quent periods of feast and famine as the petroleum indus- 
try. The prosperity generated in war time was terminated 
in 1921, and since then the market has become largely a 
struggle against oversupply, with new areas opening and 
pouring flush production on the market to depress prices 
at frequent intervals. The development of large produc- 
tion in California, coupled with cheap transportation through 
the Panama Canal, served to unsettle markets in 1925. After 
a brief recovery, markets again became demoralized as the 
flush production from the Seminole field poured forth in 
1926-27. Cooperation within the industry has arisen from 
necessity, in the effort to regulate production. 

It would appear that the petroleum industry might benefit 
greatly from hedging facilities. When overproduction 
exists, oil goes into storage. But the stored oil represents 
capital locked up, and storage is an expensive process. Could 
refiners and producers benefit from a futures market? 

It is necessary here to note the manner in which oil is 
marketed. The producer receives a price fixed by purchas- 
ing agencies and one which corresponds generally with the 
condition of supply and demand. Price schedules are es- 
tablished and they move upward or downward in accordance 
with changes in the relationship of consumption and pro- 
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duction. Similarly, price schedules for refined products are 
fixed. 

If conditions in the industry were such that prices quoted 
by different purchasers in the same territory differed to an 
appreciable extent, the usefulness of a futures market would 
be apparent. As it is, the close competition in the industry 
causes prices of different refiners in the same territory to 
move upward or downward with considerable uniformity. 
Under present conditions, petroleum may be classed as a 
commodity adapted to futures trading with the marketing 
problem, the principal difficulty in the way of the efficient 
working of a free futures market. 

Coal.—Both the anthracite and bituminous branches of 
the industry have also had their ups and downs in recent 
years, with the “downs” being uncomfortably prevalent. 
Competition of fuel oil has been felt and the country’s 
productive capacity for bituminous is far in excess of its 
needs. 

Difficulties exist here in grading. Size, condition, and heat 
values are all matters to be taken into consideration. Coal 
mined at the same pit is likely to show considerable variance. 
Assuming coal could be scientifically graded, it possesses 
durability, a demand which fluctuates to some extent with 
the length of seasons and to some extent with the business 
cycle, and a supply which may be estimated but which is 
fairly uncertain. The principal problem in connection with 
coal, as with petroleum, lies in the market. There is no such 
thing at present as a national coal market. The ability and 
willingness of producers to contract for deliveries far into the 
future make the need of a hedging market less apparent. 

Conclusions.—The qualities of uniformity, imperishability, 
uncertainty of demand and supply, must be inherent in the 
commodity or connected with its use, if it is to lend itself 
to the organization of an exchange. Importance attaches, 
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secondly, to the conditions under which it is marketed. It 
is evident that adaptability of the commodity and adapta- 
bility of the market must coexist before futures trading 
in a commodity can take place. A commodity which may 
be scientifically graded and whose price is subject to wide 
and frequent fluctuations is admirably adapted to futures 
trading. Unless its market is restricted or under close con- 
trol, in the course of time trading in futures may arise from 
one of two reasons or from both combined. The fluctuating 
prices may give rise to so much speculation that an exchange 
will be a natural evolution to bring this speculation under 
control. On the other hand, the price fluctuations may bring 
so much difficulty into the business affairs of those in the 
industry that a futures market will be fostered in order that 
they may obtain insurance against their one otherwise unin- 
surable risk. 


Chapter XII 


THE ECONOMIC FUNCTIONS OF COMMODITY 
EXCHANGES 


Farrs and market places existed in the Middle Ages. The 
difficulties of travel made it impossible for goods to be vended 
from door to door. Not until fairs were established in Eng- 
land and on the Continent did trade between nations spring 
into full flower. The fair, changed in form, has continued 
to the present day. Its great function was to contribute to 
place utility; that is, it constituted a center to which goods 
flowed from far-distant lands—goods which, without the fair, 
would never have been shipped. 

The modern commodity exchange is not a direct out- 
growth of the fair, but it serves the same purpose with 
regard to time that the medieval market served with regard 
to place. In medieval society goods were manufactured 
largely for custom. In modern industrial society the manu- 
facture is for a large market. Manufacturing for the market 
introduced risks arising chiefly from time. When any com- 
modity, however durable, is purchased for later sale or for 
manufacture months hence, there is an inevitable risk of 
unfavorable price change during the time the goods are held. 

The growth of modern commodity exchanges has been con- 
temporaneous with the advent of modern methods of com- 
munication and transport. The oldest of the exchanges is 
the Chicago Board of Trade, formed in 1848. The New York 
Produce Exchange followed two years later; the Liverpool 
Corn Trade Association was formed in 1853. Futures trading 
commenced on the Board of Trade after the Civil War, and 
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in 1870 the New York and New Orleans Cotton Exchanges 
were formed. Now futures markets exist for dealing in wheat 
and the other cereal grains, cotton, coffee, sugar, cottonseed 
oil, tin, silk, rubber, cocoa, jute, alfalfa seed, butter, eggs, 
provisions and other commodities. 

Place of the Commodity Exchange in Distribution—The 
commodity exchange is not a direct link in the distributive 
system. In the flow of goods.from the fields of the grower 
to the table of the consumer and from the producer to the 
manufacturer the exchange does not serve as a conduit. It 
is rather an auxiliary organization, designed to facilitate the 
operation of the distributive system in various important 
details. The chief services of the commodity exchange lie 
in its affording a means of insurance against the risk of price 
fluctuations, and in making stocks of commodities mobile, 
thereby rendering financing easier and costs of distribution 
lower. It performs these services by affording a broad and 
continuous market, upon which the commodity may be 
bought or sold for future delivery at a moment’s notice. The 
linking together of principal markets by telegraph and cable 
focuses all influences bearing upon prices in these central 
market places. The breadth of the market and the close 
inter-relationship of markets make it certain that every 
known factor or factors which can be reasonably anticipated 
will be reflected in the price of the commodity. Prices made 
upon futures exchanges reflecting the best opinion of dealers 
serve as a guide in the establishment of spot prices; while 
the wide range of grades traded in upon an exchange makes 
its prices representative, and their trend indicative of the 
current of opinion regarding the future outlook. Finally, 
the exchange regulates speculation and insures that it will 
be carried on under just and equitable rules. Its standards 
of grading, weighing, and inspection promote uniformity in 
trade dealings; and where spot markets exist, the regula- 
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tory influence of the exchange is reflected in their rules and 
regulations. 

These functions may be summarized broadly under five 
heads. It would be possible to go further and tabulate the 
advantages of exchanges to producer, to consumer, and to 
manufacturer; but to do so would be simply to repeat. A 
description of the economic functions of the exchange is a 
sufficient indication of the advantages which producing and 
consuming groups obtain from its existence. The economic 
services of the futures exchange may be outlined as follows: 


1. The insurance function: 


(a) The exchange provides a broad market; 

(b) The exchange provides a continuous market; 

(c) The machinery of the exchange provides a means of offsetting 
and protecting spot transactions by contra purchases or sales 
of futures. 


2. The financing function: 


(a) A continuous market and the ready transferability of com- 
modities by means of warehouse receipts give the commodity 
a high degree of liquidity; 

(b) Liquidity of the commodity is an encouragement to larger loans 
by bankers, and it is a safeguard to the banker; 

(c) Ability to finance commodities readily enables dealers and manu- 
facturers to operate successfully on smaller profit margins. 


8. The price registration function: 


(a) Joinder of markets by wire and cable focuses all price in- 
fluences on the commodity exchange; 

(b) All futures markets are thus linked together and made one broad 
market; 

(c) The presence of a volume of speculation insures that every 
known influence bearing upon prices will be given weight; 

(d) Interpretation of news by dealers, manufacturers, and traders 
assures a degree of anticipation of future events that would 
not otherwise be possible. 


4. The informative function: 


(a) The exchanges gather and make public statistics of supply, 
transportation and demand, useful in estimating price changes; 
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(b) The daily record of prices informs all interested not only of 
present prices but of the anticipated future trend; 

(c) On the basis of future quotations, dealers and manufacturers 
are enabled to make their purchases and sales with a high 
degree of certainty. 

5. The regulatory function: 


(a) Exchanges regulate speculation and provide for its conduct 
along orderly lines; 

(b) Exchanges’ standards of inspection, weighing, and grading con- 
tribute to certainty in the trade. 

The Risks of Modern Industrial Society——The growth 
of a maritime trade, attended by the manifold perils of the 
sea, led to the establishment of marine insurance by Genoese 
merchants in the Middle Ages. This is the oldest form of 
insurance as we know it today and the marine policy still 
bears traces of its historic origin in the quaint language of 
its clauses. As industrial society has increased in complexity, 
so risks have increased and the insurance field has spread. 
Casualties which were too remote to be considered as sub- 
jects for insurance a generation ago are within the realm of 
probability to such an extent that prudent merchants and 
manufacturers would not think of carrying on their enter- 
prises without protection. Insurance against the fire peril 
is old; but now we have employers’ liability insurance, the 
outgrowth of employers’ liability laws; hail insurance, plate- 
glass insurance, accident insurance and protection against 
explosions, theft—whether by robbers from without or de- 
faulters from within. Credit risks are insurable. Every one 
of these subjects of insurance may occasion loss; none of 
them is so likely to occur as two other forms of business risk— 
the risk of a decline in price, entailing a loss on inventories, 
and the risk of being unable to sell goods which are held on 
the manufacturer’s shelves. 

The commodity exchange is not an insurance company, but 
its facilities provide a means of protection against both of 
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these ever-present risks. The most important of its func- 
tions is the provision of facilities for hedging purchases or 
sales of a commodity. The subject of hedging is discussed 
elsewhere. Its sole function is to insure a normal trade or 
manufacturing profit. This can be done by stabilizing the 
price of the commodity bought or sold for forward delivery 
as soon as the transaction is made. There would be no risk 
of price change in manufacture if the raw material were to 
stay always at a uniform price. The manufacturer who buys 
raw materials and promptly hedges his purchase keeps the 
price uniform so far as he is concerned, and the same thing 
is true with the manufacturer who contracts to sell his fin- 
ished product and forthwith insures that he will get his 
raw material at the proper price by buying a future. 

‘Successful hedging is possible because the exchanges pro- 
vide a continuous market and a solid market. In any market 
where prices might be subject to great change, hedging would 
be difficult. If a market were so thin that a single large order 
influenced the price, the placer of a hedge would operate 
always under a handicap. Because prices change constantly 
but in small gradations, and because futures markets focus 
so large a volume of trading that large operations exert little 
influence on price, the hedge can be used successfully. The 
fact that the market is continuous is, furthermore, an insur- 
ance against the risk of unsold inventories of raw materials. 
A dealer in wheat, cotton, rubber, sugar, cocoa, etc., may 
not be able to sell at a profit; but his goods need never be 
left unsold. He has an ever-ready market functioning daily 
which will absorb as large a stock of goods as he wishes to 
unload, and which affords him the facilities for delivering the 
goods on his sales contract. 

The growth, the handling, and the storage of cotton, and the equaliza- 


tion of the supply to meet mill requirements from month to month 
between crops, involve a protracted period of financing with many varia- 
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tions of price and changes of ownership. During this carrying period the 
anticipation of future prices is of almost as much importance to the 
cotton and textile world as are current prices. The person whose busi- 
ness, as merchant, as manufacturer, as banker, or whatsoever, necessitates 
a direct or indirect financial interest in spot cotton at current prices may 
wish to find a means of protecting himself against a change in price 
before his commitment terminates. The person whose business neces- 
sitates the making of engagements involving the procurement of cotton 
at some future time is likely to be even more interested in the 
future price of cotton than in its present price, and such a person may 
be eager to protect himself at once, for example, because of the sale of 
textiles for forward delivery, as regards the price at which his future 
supply of cotton is to be obtained.t 

Exchanges Make Commodities Liquid.—A distinguished 
authority upon produce markets has aptly described this 
phase of the work of commodity exchanges in saying that 
they give commodities the element of mobility.2, The estab- 
lishment of fixed and definite grades introduced greater cer- 
tainty in commodity trading. The existence of licensed 
warehouses, which store the goods and issue their receipts, 
provides buyer and seller with an instrument which passes 
from hand to hand as representative of the goods. A large 
market to which dealers and speculators converge makes a 
contract unit of a commodity dealt in on a futures market 
comparable to a stock certificate or a coupon bond in the 
readiness with which title can be transferred. 

The commercial banks naturally lend to a greater pro- 
portion of value on liquid stocks of commodities than on 
stocks which are nonliquid. Their comparative value as 
security for a loan is much the same as the relative value 
of 100 shares of United States Steel and 100 shares of a 
small and little-known manufacturing company. The small 
corporation may be as sound financially as the industrial 


*Senate Document No. 100, Report of the Federal Trade Commission on 
The Cotton Trade, p. 103. 

*§. S. Huebner, American Produce Exchange Markets (American Acad- 
emy of Political and Social Science, 1911), p. 11. 
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giant; but because its shares do not possess a ready market, 
the owner of United States Steel would be able to borrow 
to a higher proportion of its value than would the owner 
of the local corporation’s stock. Another parallel is found 
in the real estate field. Loans on apartment houses, business 
buildings in good location, and residences ordinarily are made 
to a higher proportion of value than loans on theaters, 
garages, clubs, or similar special-purpose buildings which 
have a more limited and restricted use. 

Profit Margins in Distribution Are Reduced.—In any field 
of business, the risk element is always represented in price. 
In corporation finance the first-mortgage bondholder assumes 
little risk and obtains a 5 or 6 per cent return. The pre- 
ferred-stockholder shares the risk of ownership, but he enjoys 
precedence over the common-shareholder in the payment of 
dividends and the distribution of assets, and he is paid by a 
7 per cent return. The common-shareholder assumes the 
highest degree of risk, and his profits—if the enterprise is a 
successful one—are unlimited. Second-mortgage money in- 
volves a greater risk to lender than first-mortgage money, 
and commands a larger return. Now in the commercial field, 
the greater the risk of the dealer, the wider must be his 
margin of profit. Let us assume that in business A, experi- 
ence has shown that an average of 25 per cent of goods 
stocked will remain unsold by the end of the season and 
must be cleared out at cut prices. In enterprise B, 100 per 
cent of goods bought are sold. It requires no mathematical 
demonstration to indicate which proprietor must obtain a 
larger margin of profit on each unit he sells. In every mer- 
cantile field, the margin of profit on perishable goods or goods 
affected by style change must be wider than the profit margin 
on staple articles. 

The dealer who can rid himself of the risk incident to 
price change can afford to do business on a far smaller margin 
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of profit than the dealer who must assume that risk. In every 
part of the commercial field where hedging is employed, this 
condition exists; the elevator owner and miller can pro- 
tect himself by hedging his purchases of wheat and forward 
sales of flour. There is a smaller spread between the price 
paid by the consumer for bread and the price paid the wheat 
farmer than is to be found in any line where hedging is not 
possible. Similarly, the price received by the cotton grower 
is nearer the price paid by the textile manufacturer than 
would be possible if dealers and exporters could not relieve 
themselves of the risks of price change. 

Exchanges Expedite Marketing.—The influence of the 
commodity exchange upon orderly marketing is manifest 
particularly in the case of the cereals, cotton, cottonseed oil, 
and commodities whose production is seasonal. The wheat 
crop is harvested and moved to market within a few months’ 
time. Cotton is picked and ready for the market in the fall 
of the year. Now to bring out clearly the economic function 
of the commodity exchange, it is but necessary to suppose 
a society with no such institutions in existence and with no 
facilities in any way parallel to those which they offer. The 
crop comes to market, pouring into the terminals by train- 
load and shipload in millions of bushels or in millions of 
pounds, The supply is concentrated, but the demand is 
spread throughout the year. The country does not eat its 
bread solely in the fall as it eats its cranberries; and the cot- 
ton goods reach the peak of demand nearly a year from the 
marketing time. Some agency must store the raw mate- 
rial. It must be producer, dealer, or manufacturer. Which- 
ever one stores, it must be financed. Moreover, there is the 
risk of price change until the accumulated stocks are sold. 
Without a means of protection against price fluctuation, and 
without a means of making stored commodities liquid, it 
would be virtually a financial impossibility for crops to be 
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absorbed at anything but ruinous prices to the producer. 
The warehouseman or dealer, in fact, could buy only so much 
of the commodity as his own capital permitted, and the price 
risk would cause him to pay as low a price as possible to the 
producer. 

Under conditions as they exist, the dealer who can finance 
himself readily can turn his capital far more quickly than he 
could otherwise, and carry on business with a smaller cap- 
ital. Under the hypothetical régime we have imagined, it is 
probable that if price stability was introduced at all, it would 
be by the growth of huge financial institutions compar- 
able in resources to the greatest of our industrial corpora- 
tions. The small dealer would disappear, and while prices — 
would be stabilized, they would be stabilized in favor of the 
monopolist. Now the world’s harvest flows to market in a 
comparatively short time, is absorbed in orderly fashion, 
stored, and distributed in accordance with the needs of con- 
sumption; and the spread in price between the season when 
the crop is marketed and the seasons when it is consumed 
is so slight as to be negligible.® 

The use of hedging in the cottonseed oil trade to permit 
the orderly absorption of the seed as it comes to market was 
told very simply and clearly in the testimony of William 
A. Storts before the Committee on Agriculture and Forestry 
of the United States Senate at a hearing held April 11th, 
1928. In response to a question as to how the speculative 
business helped the cottonseed oil market or trade, Mr. Storts 
said: 

It helps it the same as any other commodity. The movement of 
seed in the fall of the year is very heavy for three or four months. 
Nobody would buy that seed if you did not have a market where you 
could hedge against it. The seed moves, as you know, during the busy 
cotton season. A vast volume goes on the market. If you did not have 
a hedge market to protect you, or insure you against loss, that seed would 

For data regarding seasonal fluctuation in price, see Chapter VII. 


218 COMMODITY EXCHANGES 


remain with the farmer. It would not be bought by anyone, unless it 
was at a very, very low price. But with the refiner having a speculative 
market, or the crude mill having a speculative market, to buy that 
seed to produce the crude, and the refiner buying the crude and hedging 
it with the future contracts, we have established a market which permits 
the movement of this seed at comparatively high prices in comparison 
with what formerly prevailed. Many of the crude mills do not use 
the market as a hedge. Some of them do. The proper operation of a 
crude mill, in my opinion, when the market is used for insurance pur- 
poses, is to sell the market when he buys his seed. That is his hedge.* 


Exchanges Form a World Market.—The linking together 
of exchanges makes for a uniformity of price that would 
otherwise be difficult if not impossible of attainment. Over 
a year’s trading, prices on the Cotton Exchanges at Liver- 
pool, New York, and New Orleans move together and, except 
for differences due to cost of transportation and handling 
from market to market, they are uniform. So the price of 
wheat at Liverpool and Chicago, at Minneapolis and Winni- 
peg, rules the same under normal conditions; with differences 
incident to the cost of transporting the wheat from inland 
centers to the seaboard. The commodity exchange is not so 
much an individual market as it is a division or department 
of a countrywide or worldwide market. Throughout every 
hour of the trading day, news from every quarter of the 
globe having a direct or indirect effect upon prices is being 
received and weighed by traders who are expert in analysis 
and prediction of the future. The mere presence of such 
a body of men gives an assurance that so far as it can be 
accomplished by human foresight, the events of the future 
will be reflected in the price movement before the events 
have come to pass. Superior financial resources or superior 
knowledge of conditions do not avail to give the buyer an 
advantage over the seller, or seller an advantage over buyer, 
in fixing prices in commodity trades where futures exchanges 


*Regulation of Cottonseed Oil Futures. U. S. Govt. Printing Office, 
Washington, 1928, p. 9. 
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exist. The price movement is greater than the knowledge 
of any one buyer or seller. It epitomizes all the knowledge, 
all the beliefs, all the hopes, and all the fears of thousands, 
including the best brains in the world’s markets. Could this 
function be discharged in any other way? It is an ideal sub- 
ject for conjecture. It will perhaps be best to rest with the 
opinion of a governmental body on this phase of the com- 
modity exchange’s activities: 


. . . Only the futures market possesses the facilities for bringing all 
the transactions of the country into focus at but two small or closely 
connected trading rings. In the very nature of things the spot market 
is unable to develop any such highly unified institution of price-making 
and price registration—spot trading necessarily being conducted at a 
vast number of scattered points, wherever actual cotton is to be bought 
and sold. Thus it becomes clear why the highly developed futures 
market must tend to have a very considerable influence in determining 
cotton prices, whatever the locality in which spot cotton is bought and 
sold. General market conditions, expressing themselves in a broad 
market, rather than the conditions prevailing in the particular locality, 
largely determine the value of cotton in that locality, as well as else- 
where.5 


Exchanges Level Prices between Markets.—The focusing 
of all factors influencing prices means necessarily that the 
prices of commodities in different markets will be kept in 
alignment. Transportation, storage, and costs of handling 
add to the price paid for any commodity or article of manu- 
facture. Where the commodity is one for which there is a 
worldwide demand, prices in different markets should be 
uniform except for the inclusion of such cost items. To illus- 
trate: Cotton is in worldwide demand and hence the price 
in New Orleans and the price in Liverpool for American- 
grown cotton should be the same, except for the ocean freight 
and other costs incident to shipping cotton from the South- 
ern states to England. 


’>The Cotton Trade. Senate Document 100, 68th Congress, 1st Session, 
Part I, pp. 103-104. 
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The continuous price quotations made on the floors of 
futures exchanges afford a ready means of determining when 
prices in different markets are out of alignment. When such 
a condition exists, the operations of arbitrageurs serve to ac- 
celerate a return to parity. The arbitrageur is an operator 
who, when prices between markets work out of normal par- 
ity, buys in the cheaper market and sells in the dearer, mak- 
ing his profit not from the direction of the price movement, 
but from a narrowing of the spread in prices between the 
two markets. The operations of the arbitrageur are a factor 
in bringing about this return to the normal, for his buying in 
the cheaper market is an influence in raising prices there, 
while his sales in the dearer market add to the pressure 
against prices in that center. 

In the same way, the presence of a body of speculators 
alert to take advantage of opportunities to arbitrage aids in 
keeping the prices of all futures in alignment. Should the 
price of futures for one month rise above parity with other 
futures or should the price of one future become depressed 
below the level of others, the same arbitraging (or strad- 
dling) operation contributes to lift the price of the abnor- 
mally low future or to exert pressure upon the month which 
is temporarily too high. 

Buyers May Anticipate Requirements.—The existence of 
markets where buyers may obtain a commodity in any quan- 
tity and at prices which will not be dislocated by the execu- 
tion of large orders is of great benefit to manufacturers who 
wish to anticipate their needs. In the fall of the year, for 
example, the miller may wish to make certain of a supply 
of wheat for the flour he will produce in the spring. To buy 
the wheat and store it would be undesirable for two reasons. 
In the first place, the miller’s capital would be locked up 
for a period of months in his inventory. Then, in addition 
to the loss of interest on his capital, there are storage charges 
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and deterioration to be considered. The machinery of the 
commodity exchange provides the manufacturer with a means 
of anticipating requirements without locking up his capital 
or warehousing the actual commodity. At any time of the 
year he may buy contracts for the delivery of as much of the 
commodity as he wishes in whatever month or months he 
wishes. When the delivery month arrives he may receive 
the commodity he has bought by delivery on his contract, 
or—which is more likely—he may in the meantime have 
bought the exact grades he wishes in the spot market, simul- 
taneously closing out his future. This is a hedging opera- 
tion, but a hedge which performs the service of permitting 
requirements to be anticipated. 

Continuous Prices a Factor in Fair Dealing.—Caveat 
emptor is one of the most widely known of legal maxims. It 
presupposes that the buyer realizes that the seller will pre- 
sent his goods in the most favorable light and that he will 
not voluntarily reveal circumstances which would discour- 
age the buyer. But there is no reason for attaching any 
obloquy to sellers as a group. They are usually better in- 
formed than buyers—hence the maxim in this form. But 
where the knowledge or the bargaining power of the buyer 
is superior, the maxim may well be caveat vendor. In an 
unorganized market, or in a line of business where there are 
no price records available or where markets are local, fair 
trading depends upon how well buyer and seller are matched 
with regard to information as to conditions and financial 
resources—how well bargaining power is equalized. 

Futures markets provide a continuous, day-to-day record 
of prices, available to all. The buyer has no advantage over 
the seller nor the seller over the buyer in so far as knowledge 
of present prices or prices for future delivery is concerned. 
This, of course, does not insure that prices will always be 
satisfactory to producer or dealer or manufacturer. But it 
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does insure that prices paid will be representative and based 
upon the actual, worldwide market at the time, rather than 
dictated by whatever group in the chain of production and 
distribution happens to have the strongest bargaining power. 

Does the Exchange Steady Prices?—It has come to be 
accepted as almost axiomatic by writers on commodity ex- 
changes that the machinery of the exchange tends to steady 
prices. This subject is considered at length elsewhere. It 
may, however, be noted here that the machinery of organized 
markets gives ample scope for operations on both sides, and 
the breadth of the market—. e., the existence of a large 
number of buyers and sellers—is a condition which appears 
to insure against violent upward and downward swings. 
This, of course, is relative. Price changes of great extent 
occur upon the floors of organized exchanges. The question 
is, if no large group of sellers were ready to combat an ad- 
vancing market or if a large group of ready buyers were not 
present to take advantage of price declines, would not the 
movements be more severe and prolonged? The matter is 
difficult of proof, on either the affirmative or the negative 
side. A conservative summary at this point would be that 
there is some evidence in support of the contention, although 
not of the most satisfactory sort, and the balance of prob- 
abilities leans toward support of the contention rather than 
the reverse. 

Price Movements Discount the Future.—Experienced 
operators on the stock market know that stock prices always 
discount the news, weeks and sometimes months before 
favorable or unfavorable news is made public. Stocks, ac- 
cordingly, often sell off when good news comes out and not 
infrequently they hold firm when unfavorable news is pub- 
lished. The development has been discounted. 

Commodity prices can never discount the future with the 
same precision. Experienced traders may analyze factors 
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bearing upon the course of profits of a single company much 
more readily than they can appraise the course of supply and 
demand for a commodity in worldwide use. But as news 
comes to hand, which aids in forming opinions, prices move 
correspondingly and the adjustment to a higher or lower 
level is made long before crops commence to reach the mar- 
ket. In this way the more distant futures serve as a guide 
to opinion as to what prices will be months in the future and 
contracts in the spot market are made upon the basis of 
these expectations. Early in the summer of 1928, although 
the wheat crop in the United States gave no promise of being 
large, reports came forth of a bumper crop in Canada, of a 
large production in the Argentine, of larger yields in Europe 
and Australia. Europe, the great market for exports, would 
evidently be able to fill more of its own requirements, while, 
at the same time, larger export surpluses would be available. 
Prices commenced a downward trend, reflecting the expec- 
tation of lower prices before the crop-moving season was 
at hand. 

On all organized exchanges—security or commodity—there 
is always an ascertainable trend of prices. They are moving 
upward or downward or are halting, oscillating in a narrow 
area, preparatory to a major or minor movement. The effect 
of favorable or adverse developments is thus spread out over 
a period of time. Both advances and declines are more 
orderly than would be possible in a “thin” market—one in 
which there were few buyers or sellers. While the discount- 
ing of future events by price movements in the commodity 
markets may not approach the exactness of the stock market, 
the fact remains that opinion is never unanimous. The mere 
presence of a group of traders who have formed opinions as 
to the future of prices and who will buy or sell in accordance 
with their beliefs, is a constant assurance of orderly adjust- 
ment of prices to the probable. 
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The Exchange as a Source of Trade Information.—Com- 
modity exchanges gather news from every part of the world 
bearing upon the existing supplies, shipments to terminal 
markets, production, prospects of production, prices in other 
world markets, and similar material of value to members and 
to the trade. The statistics gathered are published daily, 
and summarized in detail in monthly or yearly reports. In 
seeking out new sources of information and in registering 
promptly the news which comes to the exchange by wire and 
cable, the commodity markets go further than acting as clear- 
ing houses of information for the trade. They act as barom- 
eters for the trade, publishing the news and simultaneously 
interpreting it in the price movement. The record of quota- 
tions is given out by the exchanges daily for the benefit of 
the press, and throughout the day each transaction and the 
price at which it is made is flashed immediately by private 
wire and ticker system all over the country. The price record, 
in addition to being of value to those who deal in futures, is 
an aid to the trade in general. With the market’s appraisal 
of the price for which a contract to deliver a unit of the com- 
modity at some time in the future should sell, forward prices 
may be made more intelligently, and the course of prices for 
futures thus serves as a guide in the establishment of cash 
transactions. 

Exchanges Regulate Speculation.—In every field of busi- 
ness where buying and selling is done, speculation plays a 
part. The builder who puts up a house which he expects to 
sell at a profit is aspeculator. The man who sold the builder 
the lot may have bought it because he foresaw the extension 
of residential building to this section and wished to gain by 
his anticipation of the event. The dealer who purchases 
stocks of a commodity in the cash market assumes a specu- 
lative risk. Speculation exists upon every organized ex- 
change. It differs from speculation in unorganized markets 
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in that it is regulated by the exchange and must be carried 
on in accordance with established rules designed to make 
speculators equal as nearly as possible in opportunity, how- 
ever they may differ in ability and resources. 

Not only is speculation regulated, but it is localized. In 
the description of the hedge, emphasis is laid upon its pri- 
mary purpose—removal of the speculative risk from dealer 
or manufacturer. The hedge lifts the risk from the shoulders 
of the man in the trade, but it does not abolish it. Somebody 
else must assume it, and the chance of gain or loss through 
price fluctuation usually passes to the speculator. It is he 
who makes the hedging transaction possible. He is an under- 
writer of the risks inherent in price fluctuations. Organized 
speculation insures that there will always be a market for 
every purchase and every sale, and hence a market ready 
at any time of the trading day to assume the risk 
which the hedger wishes to pass on. It has been pointed 
out that the protection afforded by the hedge is not absolute 
or certain. The value of the hedge varies in the degree to 
which it affords protection, but the possibility of some meas- 
ure of protection is ever present. 

Exchanges Promote Uniformity in the Trade—In the 
course of its operations, the commodity exchange must estab- 
lish its own standards of inspection and grading or adopt 
those fixed by law. Where there are no legal standards, the 
effort of the exchange is to adopt grades and units which are 
in the greatest use in the trade and to make its practices con- 
form with trade practices. Not infrequently the exchange 
is able to play a leading part in the improvement of trade 
practices. Its efforts are always directed toward securing 
uniformity in rules and customs. Standards of weighing, in- 
spection, and grading established or adopted by the organ- 
ized futures exchanges insure orderly dealing in the futures 
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markets and create a close contact between the futures and 
the cash markets. 

Exchanges as Regulators of Consumption.—Price is the 
prime regulator of production and consumption. High prices 
stimulate production and tend to discourage consumption, 
while low prices operate conversely. This regulatory effect of 
prices is in evidence in any phase of economic life, whether 
or not there are organized markets. So it cannot be said that 
the commodity exchanges function as regulators of the rate 
of consumption or production. They do, however, exert an 
important influence. Prices on the organized exchanges are 
highly sensitive. They register almost immediately the force 
of factors which influence prices. Because prices thus are 
brought into close relationship with supply and demand and 
because the price movement discounts to a greater or lesser 
degree what the future holds in store, it may be said that the 
machinery of the exchanges enables prices to function as 
regulators of the rate of consumption and the volume of pro- 
duction more efficiently than would be the case without or- 
ganized futures markets. 


Chapter XIII 


THE LAW OF COMMODITY EXCHANGES—RELATIONS 
WITH THE STATE AND ITS MEMBERS 


Legal Nature of the Organization—Modern commodity 
exchanges are usually organized under Membership Corpora- 
tion Laws. Older exchanges, such as the New York Cotton 
Exchange and the Chicago Board of Trade,! were organized 
as corporations by special act of the legislature. They differ 
in this respect from stock exchanges which are usually vol- 
untary associations. The legal distinction between a cor- 
poration and a voluntary association is that the former is 
recognized by law as an entity separate and apart from the 
individual members; the members consequently are not in- 
dividually responsible for the debts or acts of the corpora- 
tion. In the second place, the corporation deriving its 
powers from the Membership Corporation Law is subject 
directly to regulation and control by the state, while the 
unincorporated association, although amenable to the general 
body of law, does not derive its powers direct from the state 
and is consequently not subject to direct control. 

For the purposes of the exchange, there is little inherent 
advantage in either form of organization. The law govern- 
ing exchanges, whether incorporated or voluntary, is the 
same. It has in fact been held that an exchange, even 
though incorporated, is essentially a voluntary association. 
“The board of trade, so far as we can see, is only a voluntary 


1The Chicago Board of Trade was at first unincorporated but became 
a corporation in 1859. Its corporate title is “The Board of Trade of the 
City of Chicago.” 
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organization, which its charter fully empowers it to govern 
in such mode as it may deem most advisable and proper.” ” 

Although formed under membership corporation laws, 
commodity exchanges are in large measure organizations sui 
generis. They differ from voluntary associations, such as 
clubs, fraternal bodies, and religious societies, in that they 
are formed to serve a commercial purpose. They differ from 
stock corporations in that they possess an extensive control 
over the admission of members and a far-reaching disciplin- 
ary control. In this they resemble voluntary associations 
more than corporations. 

Although the exchanges are formed for a commercial pur- 
pose, they are not organized for profit. The exchanges 
derive their revenue from the dues paid by members, and 
these are usually fixed at amounts sufficient merely to cover 
operating expenses. The exchange itself engages in no trad- 
ing; it affords facilities for its members to engage in busi- 
ness and establishes rules and regulations for the conduct of 
trading, the settlement of disputes between members, and in 
other ways contributes to the maintenance of an efficient 
market place. It is thus an organization which fills an im- 
portant place in the business world but which neither profits 
nor attempts to profit from its activities, thereby differing 
from the vast majority of stock corporations and copartner- 
ships.® 

When we come to the relationship between members, the 
exchanges, and third persons, the resemblance to a corpo- 
ration becomes more pronounced. Every partner possesses 
authority to bind his firm, but only the officers or authorized 


* Peo. v. Chicago Board of Trade, 80 Ill. 134 (at p. 137); see also Thomson 
v. Thomson, 293 Ill. 584, and Turner v. Board of Trade, 244 Fed. 108. 

* Belton v. Hatch, 109 N. Y. 593, 17 N. E. 225, 4 Am. St. Rep. 495; 
Leech v. Harris, 2 Brewst (Pa.) 571; Albers v. Merchants Exch., 138 Mo. 
140, 39 S. W. 473; Moffatt v. Kansas City Bd. of Trade (Mo. Ap.), 111 
S. W. 894. 
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representatives of a corporation have this power. The same 
rule applies to commodity exchanges; a member of an ex- 
change, unless elected to a representative office, has no 
authority whatever to bind it; nor can officers make the ex- 
change responsible if they exceed their actual or implied 
powers. The members of exchanges and stockholders of 
corporations thus stand upon the same footing.* 

The death of a member has no effect upon the legal life 
of an exchange, nor has his bankruptcy or retirement. The 
exchange as a corporation continues its existence independent 
of changes in the identity of its members. The legal title 
to all real and personal property owned by the exchange is 
vested in that body. But upon dissolution the resemblance 
of an exchange to a voluntary association is closer than its 
resemblance to a corporation. When a corporation dissolves, 
its assets remaining, after paying all debts, are sold and the 
proceeds distributed among the stockholders according to the 
number of shares they hold. When an exchange is dis- 
solved, however, the net proceeds must be apportioned 
equally among its members. They share more as partners 
than as stockholders. The member who paid $30,000 for his 
seat will receive no more than the member who paid $3,000.° 
But while assets are thus distributed equally upon dissolution, 
a member who withdraws is not entitled to any share of the 
corporation’s property. 

The exchange, being a membership corporation, does not 
issue stock, but its shares are certificates of membership. 
This difference in nomenclature represents a fundamental 
difference between the stock corporation and the class of cor- 
porations to which commodity exchanges belong. “A mem- 
bership corporation means a corporation not organized for 
pecuniary profit.” ° 


4On Partnerships and Corporations, see those titles in Cyc-Corpus Juris. 
5 Belton v. Hatch, 109 N. Y. 593, 17 N. E. 225, 4 Am. St. Rep. 495. 
® New York Laws of 1926, ch. 722, Chap. 35 Cons. Laws. sec. 2. 


230 COMMODITY EXCHANGES 


Control Over Membership.—The only requisite for be- 
coming a stockholder of a stock corporation is to purchase 
shares and have them transferred on the books. Exchanges, 
however, as membership corporations, possess as complete a 
control over admission of members as do copartnerships. The 
purchase of a certificate of membership in an exchange con- 
fers no privilege whatever upon the purchaser. He can be 
admitted to the enjoyment of privileges only by permission 
of the exchange itself.7. Furthermore, unlike the stockholder 
of the ordinary business corporation, the member of an ex- 
change may be disciplined to the extent of fine, suspension, 
or expulsion. 

Corporate Powers.—As a corporation, the exchange may 
hold title to real and personal property in its own name 
and convey title. The exchange may sue and be sued as 
an entity.’ 

The foregoing points of differentiation between the com- 
modity exchange and corporations and partnerships indicate 
its unique legal character. It resembles a partnership but it 
is not a partnership. It is an incorporated body but in many 
respects it bears no resemblance to stock corporations. It is 
perhaps closest in its legal incidents to voluntary associa- 
tions; yet, as has been indicated, there are numerous respects 
in which it differs from unincorporated societies, clubs, or 
associations. 

The Dissolution of Exchanges.—Exchanges may be ter- 
minated either by act of the members or by act of law. The 
control of the courts is sufficient to enable them to decree 
the winding up of an exchange. But this is naturally a 
power not to be exercised on slight cause. Another means of 


7 McCarthy Bros. Co. v. Chamber of Commerce, 105 Minn. 497, 117 N. W. 
923, 21 L. R. A. (N. 8S.) 589. 


* McHenry v. Board of Trade, 131 Ill. App. 275. 
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involuntary dissolution may be found in the right of the state 
to forfeit the charter for sufficient cause. 

The right of exchanges to dissolve voluntarily is usually 
provided for in the laws under which they are formed.® 
Actual dissolutions have been so rare that little occasion has 
arisen for the courts to pass upon questions which might 
arise in the process of winding up. There is no doubt that 
the courts possess the power to dissolve an exchange when a 
majority of its members consent and petition the court to 
decree a dissolution because the exchange is no longer func- 
tioning. It has also been held that when discord prevents 
efficient conduct of the affairs of the exchange, the court 
may order a dissolution upon petition “because the object of 
its corporate existence cannot be attained. . . . Under such 
circumstances it is better for all that the minority may rein- 
corporate upon some practicable basis, if they so desire, and 
the majority may no longer be forced to keep up a feeble and 
useless organization in which they take no interest and from 
which they derive no benefit.” ?° 

The state as the creator of corporations possesses the gen- 
eral power to void franchises when they are abused to the 
detriment of the public." An illustration of such abuse is an 
attempt unlawfully to restrict trade and commerce. In an 
Illinois case it was found that the exchange was dictating 
to its members the number and kind of traveling solicitors to 
be employed, and the method of their remuneration. These 
acts were held to be in restraint of trade, and the Court said: 
“Public policy requires that corporations, in the exercise of 
powers, must be confined strictly within their charter limits. 
. . . The State provides for the creation of corporations. The 
corporation is its creature, and must always conform to its 


®Membership Corp. Law, N. Y., sec. 55. 
1 Hitch v. Hawley, 1382 N. Y. 212, 30 N. E. 401. 
“14 A Corpus Juris 1094, sec. 3687. 
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policy. This duty on the part of corporations to do no acts 
hostile to the policy of the State, grows out of the fact that 
the legislature is presumed to have had in view the public 
interest when a charter was granted.” ” 

When an exchange dissolves, the marshaling and distribu- 
tion of its assets are closely analogous to the procedure for 
dissolving partnerships. The creditors have first claim upon 
the assets and the surplus remaining after payment of the 
creditors is to be divided equally among the members in good 
standing.7? 

Commodity Exchanges and the State.—Statute and case 
law affecting commodity exchanges covers a period of sixty 
years. Through legislation and judicial interpretation, a 
body of law has been built, defining the regulatory powers 
of the state. The important phases of regulatory power 
which have been defined relate to the position of the ex- 
change in interstate. commerce; the exchange as a factor 
in restraint of trade and the limits within which these organ- 
ized markets, chartered by the state, are subject to control 
by exercise of the state’s police power. In this section, the 
subject of regulation by public authority will be considered, 
leaving for treatment elsewhere actions brought against ex- 
changes by members and by private individuals, nonmembers 
of the exchanges. 

Running throughout the current of judicial opinion is a 
recognition of the usefulness of the commodity exchange. An 
exchange “is regarded by the courts, not only as a valuable 
and efficient aid to commerce, but as a potent agency for 
elevating the standard of business ethics and honor. Such 
beneficent aims deserve approbation, and courts of equity, 
recognizing their worth, have abstained from subjecting such 


Peo. v. Chicago Live Stock Exchange, 170 Ill. 556, 48 N. E. 1062, 62 
Am. St. Rep. 404, 39 L. R. A. 373. 


* Hitch v. Hawley, Peo. v. Chicago Live Stock Exchange, supra. 
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associations to visitation or correction when their declared 
objects and practices are kept in harmony with the spirit 
of the general law.” 4 

The closing words of the above quotation are significant. 
Legislation and adverse decision have intervened to control 
exchange activities which have not been in harmony with 
the spirit of the general law, but adverse decisions have not 
been frequent. 

Efforts to brand the exchanges as combinations in restraint 
of trade or monopolies, in violation of the Sherman Anti- 
Trust Law have been unsuccessful. The former question was 
decided in a comparatively recent case brought by the at- 
torney-general against the New York Coffee and Sugar Ex- 
change; the latter in an action against the New York Cotton 
Exchange. 

The attorney-general’s petition for an injunction against 
the New York Coffee and Sugar Exchange alleged that oper- 
ations in futures during a certain month, the contracts calling 
for actual delivery, but which were cleared by offset and 
substitution in the clearing house, were, in effect, a conspiracy 
to interfere with the free working of supply and demand. 
The result of the transactions was alleged to have increased 
the price of sugar in February, 1923, and sugar, being an 
article of interstate commerce, the restraint was alleged to be 
in violation of the Federal anti-trust laws. The opinion of 
Chief Justice Taft, denying the injunction, draws a clear line 
between conspiracy on the part of individuals and the ex- 
change as affording a market place for trading. 

It is true that spot sales are not encouraged and that less actual 
deliveries take place in this Exchange than in some of the Exchanges for 
sales of other commodities, but actual deliveries are provided for in every 
contract and may be lawfully enforced by either party. The usefulness 


and legality of sales for future delivery, and of furnishing an exchange 
where under well-defined limitations and rules the business can be car- 


14 Moffatt v. Kansas City Board of Trade, 111 S. W. 894. 
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ried on, have been fully recognized by this court in Board of Trade v. 
Christie Grain and Stock Co., 198 U. 8. 236, 246. Those who have 
studied the economic effect of such exchanges for contracts for future de- 
liveries generally agree that they stabilize prices in the long run instead of 
promoting their fluctuation. ... The machinery of such an Exchange 
has been at times made the means of promoting corners in the com- 
modity dealt in by such manipulators and speculators, thereby restrain- 
ing and obstructing foreign and interstate trade. In such instances, the 
manipulators subject themselves to prosecution and indictment under 
the Anti-trust Act. United States v: Patten, 226 U. S. 525. But 
this is not to hold that such an Exchange with the facilities it affords 
for making contracts for future deliveries is itself a combination and con- 
spiracy thus to restrain interstate and foreign trade. There is not the 
slightest evidence adduced to show that the two corporate defendants, 
or any of their officers or members entered into a combination or con- 
spiracy to raise the price of sugar. ... The mere fact that the defend- 
ants were operating the Sugar Exchange and Clearing Association, even if 
we concede that some persons not identified, combining and conspiring 
with criminal intent, used the Exchange and Clearing Association to 
cause the rise in sugar prices,—concessions which there is no testimony to 
support,—furnishes no reason for enjoining defendants from continuing 
the Exchange or for a mandatory injunction to reframe the rules of the 
Exchange and Clearing Association. . . . The Government in effect asks 
this court to enforce rules and regulations for the conduct of the Sugar 
Exchange which shall prevent the future abuse of its lawful functions. 
This is legislative and beyond our power.1® 


In Moore ete. v. New York Cotton Exchange, the con- 
tention was advanced that the usual contract between the 
exchange and a telegraph company, binding the latter to 
transmit quotations only to such persons as the Exchange 
first approved, constituted a monopoly, violating the Sher- 
man Law. The process of reasoning back of this contention 
was as follows: The futures contract calls for delivery of 
an article of interstate trade and hence its fulfillment tends 
to constitute interstate commerce. Hence to control price 
quotations was, in effect, a restraint of trade. 

But the court held that contracts made on the exchange 
were “purely local in their inception and in their execution” 


*U. S. v. New York Coffee and Sugar Exchange, 263 U. S. 611 (at 
pp. 619-621). 
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and consequently did not constitute interstate commerce. 
The object of the contract with the telegraph company was 
thus described and approved, the court holding that “the 
evident purpose of the contract was to further and protect 
its business. The terms are entirely appropriate and legiti- 
mate to that end. The effect of the making and execution 
of the contract upon interstate trade or commerce, if any, 
is indirect and incidental. Neither in purpose nor effect does 
it directly or unreasonably restrain such commerce or operate 
to create a monopoly.” 7° 

But while no court has ever held that an exchange, in 
the course of its ordinary operations, is operating a monop- 
oly in restraint of trade, nevertheless, members may become 
amenable to criminal prosecution under anti-monopoly laws 
for engineering “corners.” *7 In addition to this, on all ex- 
changes, the member guilty of such misconduct is subject to 
disciplinary action. The corner, in short, is prohibited by 
exchanges, regarded with disfavor by courts, and made a 
subject of civil and criminal liability. 

The customary rules and by-laws of exchanges, prohibiting 
members from dealing with those who have been suspended 
or expelled, from dealing with bucket shops or trading out- 
side of regular hours, have all been sustained as valid and 
not in restraint of trade. Rules or by-laws establishing uni- 
form rates of commission have likewise been under attack 
as tending to restrain trade. While some opinion has tended 
to sustain this view, the weight of authority is distinctly the 
other way. The opinion in a Minnesota case pointed out 
that “public policy requires that such charges shall be def- 
inite, certain, and uniform, and this seems equally true as to 
commissions for sales, when made under the peculiar condi- 


18 Moore ete. v. New York Cotton Exchange, 270 U. S. 593 (at p. 606). 
See also Board of Trade v. Christie etc. 198 U. S. 236. 
7. S. v. Patten, 226 U.S. 525. 
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tions under which the grain business is conducted. A board 
of trade which requires its members to treat all its customers 
exactly alike in the matter of charges for services no more 
destroys competition than does a railroad when it charges 
all shippers the same rate for conveying freight.” ** 

It is not easy to establish clearly the line which separates 
acts which fall under the ban as being in restraint of trade 
from those which have been held free from that design. 
Regulations prescribing the number of solicitors to be em- 
ployed by members, or limiting their salaries, or restricting 
the employment to exchange members, have been held ob- 
jectionable. The current of opinion seems best summarized 
as follows: courts will not interfere with regulations designed 
to further the purposes of the exchange unless they are 
clearly adverse to public interest.’® 

Pursuant to the power of Congress to pass laws to regulate 
interstate commerce and the right of the state to exercise 
police power over its creations—or in guise of that right— 
a host of bills have appeared both in Congress and in state 
legislatures designed to regulate or throttle exchange activ- 
ities. By the police power is meant the state’s prerogative 
of regulating private enterprise in the interest of public 
health, safety, morals, comfort, or general welfare. Deter- 
mination of the limits of the exercise of the power is a 
matter for the courts; determination of when and how to 
exercise the power within these limits is a matter for the 
legislative body. The right, in other words, must be exer- 
cised, subject to judicial determination of its legality. While 
the legislature “may determine when the exigency exists for 
the exercise of the police power, it is for the courts to de- 
termine what are the subjects for the exercise of this power, 


* State v. Duluth Board of Trade, 107 Minn. 506 (at p. 551), 121 N. W. 
395, 23 L. R. A. (N.S.) 1260. 


** See 41 Corpus Juris, Monopolies, sec. 157, 158, for examples and cases. 
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and it is necessary that the act should have some reasonable 
relation to the subjects of such power. The court must 
be able to see that the act tends in some degree to the preven- 
tion of offenses or the preservation of the public health, 
morals, safety, or welfare.” 2° 

The legislative branch thus may not regulate private enter- 
prise at its pleasure nor may it regulate any and all activy- 
ities. To be subject to the police power an activity or subject 
of legislation must be affected with a public interest. But 
“this phrase . . . furnishes at best an indefinite standard. 
. . . Certain properties and kinds of business it obviously 
includes, like common carriers, telegraph and telephone com- 
panies. . . . A business is not affected with a public interest 
merely because it is large or because the public are war- 
ranted in having a feeling of concern in respect of its main- 
tenance. Nor is the interest meant such as arises from the 
mere fact that the public derives benefit, accommodation, 
ease or enjoyment from the existence or operation of the 
business. . . . And, finally, the mere declaration by the legis- 
lature that a particular kind of property or business is affected 
with a public interest is not conclusive upon the question of 
the validity of the regulation. The matter is one which is 
always open to judicial inquiry.” * 

The Cotton Futures Act and the Grain Futures Act were 
passed by Congress in the exercise of its power to regulate 
interstate commerce. The United States Supreme Court 
held in the Board of Trade of the City of Chicago v. Olsen, 
that “the Board of Trade conducts a business which is af- 
fected with a public interest and is, therefore, subject to 
reasonable regulation in the public interest.” 7? The purpose 
and scope of these acts are discussed in Chapter X. 

2% Peg. v. Steele, 231 Ill. 340, (at p. 345). 


Tyson v. Banton, 273 U.S. 418 (at p. 4380). 
22 Board of Trade of the City of Chicago v. Olsen, 262 U.S. 1, 40. 
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Legality of By-laws and Rules.—The statutes under 
which exchanges are formed usually give express authority 
for the adoption of by-laws and rules.** Even in the absence 
of specific authority, the power to regulate its internal affairs 
by proper by-laws is inherent. The general requirements 
for the validity of by-laws and rules are: (1) that they shall 
not contravene the general law or be contrary to public 
policy; (2) that they be clear and definite, and (3) that the 
procedure prescribed for adopting or amending by-laws and 
rules shall be followed. On the question of inherent author- 
ity to regulate its internal affairs, the Court said in the case 
of Evans vs. Chamber of Commerce: “This corporation de- 
rives its authority to act from the statute, and in no manner 
can it exceed this authority, but, inherently, it possesses the 
power to make all necessary rules and regulations for its 
government and operation, although such power may not be 
expressly conferred in its charter, in the creating statute or 
in any other statute. This, because inherent power is an 
incident to all corporations, and is independent of the con- 
ferred statutory right to adopt rules not opposed to the law 
under which they are organized.” ** When the method of 
making or amending by-laws and rules is prescribed either by 
statute or in the charter, the procedure must be strictly fol- 
lowed. Usually the by-laws provide for their own amend- 
ment, as shown in the chapter on “Government and 
Operation of a Commodity Exchange.” 

There have been few cases in which by-laws have been 
held invalid. Those which have been found invalid because 
opposed to public policy or at variance with the general law 
of the land have nearly always been found so on the ground 
that they tended to restrain trade or create a monopoly.” 


*® Membership Corporation Law, New York, sec. 20. 
“86 Minn. 448 (at p. 450), 91 N. W. 8. 
* See Par. “Commodity Exchanges and the State.” 
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Thus a rule providing that claims due from members to a 
defaulting member might be collected by the exchange and 
applied to debts due other members was held invalid on two 
grounds: first, as contravening the Bankruptcy Law and, 
second, as being opposed to public policy.”® 

Similarly, there have been few cases where by-laws have 
been held invalid because of being ultra vires. Where, how- 
ever, the matters regulated have been clearly outside the 
scope of the exchange’s business, the courts have not hesi- 
tated to intervene. In one such case the Court said: “The 
by-laws under which the Board purposes to hear the charges 
against the plaintiff, and to disfranchise him in case he re- 
fuses to pay such fine as it may impose, are wholly outside 
of anything authorized by the articles of incorporation. 
There is nothing in the articles to suggest power in the cor- 
poration to interfere with, regulate, or control the stock- 
holders in the conduct of their separate, individual business. 
Because the by-laws we have referred to assume to do this, 
they are beyond the scope of the purposes of the corporation 
expressed in the articles of incorporation which are its con- 
stitution, and set the limit to its power, and are void.” ** In 
the case of People vs. Chicago Live Stock Exchange,”* a by- 
law was attacked as tending to restrain trade. The by-law 
regulated the number of solicitors to be employed by mem- 
bers, fixed their salaries and required that they must be mem- 
bers of the exchange. On the trial, the by-law was held in- 
valid as being beyond the purposes of the exchange, as being 
unreasonable, and furthermore as being in restraint of trade. 

Requirements that members submit controversies to arbi- 
tration are found in the by-laws of all exchanges. In a Mis- 

28 Cohen v. Budd, 103 N. Y. Supp. 45, 52 Misc. (N. Y.) 217. 


7 Kolff v. St. Paul Fuel Exchange, 48 Minn. 215 (at p. 217). 
28170 Ill. 556, 48 N. E. 1062, 39 L. R. A. 373, 62 Am. St. Rep. 404. 


240 COMMODITY EXCHANGES 


souri case,2? such a regulation was held invalid; but this is 
contrary to the present weight of authority.*° 

A general requirement of by-laws and rules is that they 
be clear and explicit. This is particularly essential when 
they relate to penalties and forfeitures. An offense for which 
a member may be punished by expulsion or suspension must 
be outlined with sufficient exactness so that all members may 
know with certainty. the particular acts that will subject 
them to this severe penalty. In the chapter on “Govern- 
ment and Operation of a Commodity Exchange” it was noted 
that a member may be expelled for any conduct detrimental 
to the best interests of the exchange. A member of the New 
York Cotton Exchange was suspended under this by-law. 
The grounds of his suspension were that telephone boys in 
his office were giving out continuous quotations of exchange 
prices, a practice also forbidden. When the case was taken 
to court it was held that the misconduct of employees should 
not subject the member to discipline and that the by-law re- 
ferred to personal acts and conduct of the exchange member.** 
In the great majority of cases, however, where the validity of 
a by-law or rule has been attacked, the decisions have sus- 
tained the regulation in question.*? An invalid by-law or 
rule does not bind the members. In a case involving a mem- 
ber of the Coffee Exchange, the member refused to accept 
delivery of coffee on the ground that it appeared to be adul- 
terated. Adjudicators were appointed and their finding was 
that the coffee was of tenderable grade. The member still 
refused to accept delivery and in consequence was suspended. 

State v. Merchants’ Exchange, 2 Mo. A. 96. 

*° Albers Commission Co. v. Spencer, 205 Mo. 105, 103 S. W. 523, 11 L. 
R. A. (N.S.) 1003. 

* Lamborn v. N. Y. Cotton Exchange 203 App. Div. (N. Y.) 565. As a 
result of this decision the by-laws were amended specifically. making a 
member responsible for the acts and omissions of his employees and 


partners. (The court indicated that such a rule would be unobjectionable.) 
* See 23 Corpus Juris p. 246, notes, for numerous examples. 
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The court in this case held the suspension to be wrongful on 
the ground that dealing in adulterated food products was 
contrary to law and that regardless of the tenderability of a 
product under exchange by-laws a member cannot be pun- 
ished for refusing to violate the general law.** 

Contract of Membership.—The rights, duties, and obliga- 
tions of members of a commodity exchange are to be found 
in the charter, by-laws, and rules. When a new member is 
admitted he subscribes to the by-laws and rules and agrees 
to be bound by them and by all others subsequently passed. 
Accordingly, the charter, by-laws, and rules are held “to 
express the contract by which each member has consented 
to be bound, and which measures his duties, rights and 
privileges as such. It seems most clear to me that this 
constitution and the by-laws derive a binding force from 
the fact that they are signed by all the members, and they 
are conclusive upon each of them in respect of the regula- 
tions of the mode of transaction of his business, and of his 
right to continue to be a member.” ** And since all members 
are thus bound together by contract, a single member has 
no complaint if any rule or regulation is enforced against 
him. He entered upon the contract voluntarily at the time 
of his admission and “a member of a corporation may so 
hedge himself in by agreement as to yield the protection 
which one seeks in the ordinary affairs of life and enlarge 
the authority that may be used against him.” *° The mem- 
ber is bound in the same way by by-laws and rules subse- 
quently adopted, with this exception, however: he cannot 


Tn re Lurman, 35 N. Y. Supp. 956, 90 Hun 303, aff’d 149 N. Y. 588; and 
see Moffatt v. Kansas City Board of Trade, 250 Mo. 168, 157 S. W. 579. 

$4 Belton v. Hatch, 109 N. Y. 593 (at p. 596); 17 N. E. 225, 4 Am. St. 
Rep. 495; also Pacaud v. Waite, 218 Ill. 138, 75 N. E. 779, 2 L. R. A. 
(N. 8.) 672; O’Brien v. South Omaha Live Stock Exchange, 101 Nebr. 729, 
164 N. W. 724; Hyde v. Woods, 94 U. S. 528, 24 L. Ed. 264. 

% Peo. y. N. Y. Cotton Exchange, 8 Hun (N. Y.) 216. 
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be deprived of property rights without his consent. Thus 
an amendment the effect of which would be to impair exist- 
ing contracts would be invalid, and an amendment diverting 
or destroying a gratuity fund established for the benefit of 
widows of deceased members was held illegal.*° 

The validity of any by-law or rule may be subject to 
attack by the state if it contravenes public policy or violates 
the positive law; or it may be attacked by a member whose 
rights are infringed. Non-members of the exchange, how- 
ever, have no standing in court to assail any rule or regu- 
lation. In a case which involved a by-law which was 
admittedly invalid,®” the Court said: “A voluntary associa- 
tion, whether incorporated or not, has, within certain well- 
defined limits, power to make and enforce by-laws for the 
government of its members. Such by-laws are ordinarily 
matters between the association and its members alone, and 
with which strangers have no concern. If the association, 
or a majority of its members pass by-laws which are un- 
reasonable, or contrary to law or public policy, and attempt 
to enforce them as against a dissenting or unwilling minority, 
such minority may undoubtedly, in proper cases, appeal to 
the courts for relief against their enforcement. But mere 
strangers have ordinarily no right to interfere. As to them 
such by-laws are matters of no concern. They do not apply 
to and are not binding upon them.” This rule applies, even 
though the outsider may suffer pecuniary loss by virtue of 
the by-law. In a case involving the Chicago Board of Trade, 
the Court said: “It is insisted the Board of Trade, by hold- 
ing out to the public that a broker is a member, encourages 
and invites the public to buy produce on its Exchange 
through that member, and when the public have acted on 


* Parish v. N. Y. Produce Exchange, 169 N. Y. 34. 
* Am. Live Stock Commission Co. v. Chicago Live Stock Exchange, 143 
Ill. 210 (at p. 283), 32 N. E. 274, 36 Am. St. Rep. 385, 18 L. R. A. 190. 
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such invitation, by the expulsion of such member the board 
would prevent the carrying out of contracts which customers 
of the expelled member have made in good faith, and such 
customers would be remediless. . . . The existence of such 
contracts affords no ground for interference to prevent a trial 
under the rules of the Board of Trade. If it could be held 
it did, then a member could always have outstanding con- 
tracts, and effectually prevent being tried for a violation 
of the rules of the Board of Trade. Aside from this, cus- 
tomers of a member of the Board of Trade dealing with 
him as such member must be conclusively presumed to 
have dealt with him with reference to the rules of the board, 
which provide that their broker could be suspended or ex- 
pelled for misconduct.” 38 

The Admission of Members.—Exchanges possess plenary 
powers over the admission of members. The method of 
obtaining admission is prescribed in detail in the by-laws, 
and the prescribed procedure must be followed strictly by an 
applicant. Requirements for admission may be arbitrary 
or unreasonable, but as long as they are not contrary to 
public policy or in contravention of positive law, they are 
sustained by the courts.*® By far the greater number of 
cases involving admission apply to the transfer of member- 
ships. Admission when the exchange is organized presents 
no difficulties. In the first place, let us review briefly the 
procedure required for admission. The applicant must (1) 
purchase the seat of a person who is a member, and (2) he 
must be elected to membership by the exchange. Compli- 
ance with either of these requirements is of no avail 
without the other. A person who purchases a seat obtains 
no privileges of the exchange until his election; while in 


8 Green v. Board of Trade, 174 Ill. 585 (at p. 593), 51 N. HE. 599, 49 
L. R. A. 365. 
® Moffatt v. Kansas City Board of Trade (Mo. A.) 111 S. W. 894. 
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the case of the election of an applicant who has no seat, his 
admission to privileges is held in abeyance until he acquires 
a seat. While the purchase of a seat gives the purchaser 
the right to apply for admission, it is no assurance that he 
will obtain it. “Under the charter and by-laws of the appel- 
lant only such persons as have been regularly elected to 
membership therein may receive certificates of membership. 
The plaintiff never was elected to membership in the appel- 
lant. . . . To compel the appellant, therefore, to issue a cer- 
tificate of membership to the plaintiff or to its nominee, would 
be requiring the appellant to do an act in violation of the 
provisions of its charter and by-laws, and in effect be forc- 
ing a new and additional member upon the appellant. .. . 
A court of equity will not undertake to force upon a corpo- 
ration of this character a member or compel the issuance 
of an extra membership certificate against the will of those 
whose duty it is to pass upon applications of membership 
or to issue such certificates.” *° 

The same plenary power that exists over original applica- 
tions for admission extends to applications for reinstatement. 

Suspension and Expulsion.—The powers of the exchange 
in disciplining its members by suspension or expulsion are 
somewhat less broad than its powers over the admission 
of members. Nevertheless, a high degree of control over 
the conduct of members is possessed by the exchanges and 
the exercise of that control within reasonable limits has been 
sustained by the courts. The attitude of the courts toward 
discipline of this character is well stated in the leading case 
of Matter of Haebler vs. New York Produce Exchange: * 


*° Garrigues Co. v. New York Produce Exchange, 213 App. Div. (N. Y.) 
625 (at 627); see also Hyde v. Woods, 94 U.S. 528, 24 L. Ed. 264; Board of 
Trade of the City of Chicago v. Johnson, 264 U.S. 1; American Live Stock 
Commission Co. v. Chicago Live Stock Exchange, 148 IIl. 210, 32 N. E. 274, 
36 Am. St. Rep. 385, 18 L. R. A. 190. 

1149 N, Y. 414 (at p. 428), 44 N. E. 87. 
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“The purpose of the appellant’s incorporation is not the 
transaction of business for gain, but to elevate and maintain 
the business standard of its members. This can be accom- 
plished only by requiring them to adopt and follow just and 
equitable principles in all their commercial transactions and 
dealings. To secure that end the appellant has the right to 
insist that their dealings shall be conducted upon principles 
of integrity, honesty and fairness. Any dishonest or unfair 
transaction by a member is in direct contravention of the 
purpose and intent of the appellant’s organization, and it is 
authorized to censure, suspend or expel a member who thus 
offends. If its members are not required in all their com- 
mercial dealings and business transactions to adhere to those 
principles, an essential purpose for which the appellant was 
organized will be subverted, its reputation and the repu- 
tation of its members for honest dealing lost, and its useful- 
ness and importance greatly diminished if not totally 
destroyed.” On the other hand, “it by no means follows that 
a member may be arbitrarily suspended or expelled upon in- 
sufficient grounds or through the caprice of its officers or 
other members, with no proof of conduct upon his part which 
was in contravention of the charter or by-laws of the corpora- 
tion.” 

The reason that powers of discipline are less broad than 
powers exercised over admission is the general legal principle 
that courts do not favor forfeitures.*? Hence, as has been 
noted, by-laws which are contrary to law or public policy, 
ultra vires, indefinite, unreasonable, or uncertain will not be 
enforced; but unless the by-law is objectionable on some one 
of these grounds, the courts will sustain the right of ex- 
changes to punish members either by permanent or tempo- 
rary suspension of privileges.** Consequently, discipline by 


#2 White v. Brownell, 4 Abb. Pr. N.S. (N. Y.) 162. 
48 See 23 Corpus Juris, p. 250, note 11, et seq. 
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suspension or expulsion has been held proper in the follow- 
ing cases: failure to pay dues or assessments; breach of con- 
tract; dishonest conduct; circulation of false reports about 
the affairs of the exchange; making or reporting false or 
fictitious sales or purchases; practices inconsistent with just 
and equitable principles of trade; acting in antagonism to a 
board of the exchange; operating or dealing with bucket 
shops; charging commissions lower than the rates established 
by the exchange; refusal to submit to arbitration; fraud; 
obtaining goods under false pretenses; insolvency and resort- 
ing to tribunals other than those of the exchange.** 
Disciplinary Proceedings.—The procedure to be followed 
in the case of suspension or expulsion is provided in detail 
in the by-laws; and this procedure must be strictly fol- 
lowed.** The committees and boards of appeal which are 
empowered to determine questions involving suspension or 
expulsion and report to the board of governors are recog- 
nized by the courts as quasi-judicial bodies. They are con- 
sequently not subject to an action for damages if their 
findings are erroneous. “We think the board of directors 
of a corporation organized under this statute, when acting 
upon charges preferred against a member, is a quasi-judicial 
tribunal, and that the directors, individually and collectively, 
when so acting, are protected by the rule, that a civil action 
for damages does not lie against one whose acts, however 
erroneous they may have been, were done in the exercise of 
judicial authority clearly conferred, no matter by what mo- 
tives such acts may have been prompted.” #® The implica- 
tion of the latter part of the decision is possibly too broad. 
If, for instance, it were shown not only that a decree was 
without proper cause but that the action was inspired by 


“23 Corpus Juris, title Exchanges, sec. 18 and numerous eases cited. 

“State v. Milwaukee Chamber of Commerce, 47 Wis. 670. 

*Melady v. South St. Paul Live Stock Exchange, 142 Minn. 194 (at 
p. 196), 171 N. W. 806. 
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malicious motives, both the exchange and the members of 
the disciplining body may be severally liable.*7 The measure 
of damages to a wronged member is based upon the theory 
that the wrongful expulsion constitutes a conversion: “The 
value of the right of which that certificate was the evidence 
of title with interest from the time of conversion to the 
time of trial.” 

The procedure in suspension or expulsion requires that the 
member have due notice of the hearing and an opportunity 
to defend himself. Witnesses and documentary evidence 
may be produced, and cross examination must be allowed; 
but the proceedings are conducted free from the techni- 
calities and rigidity of actions at law. It will be remembered 
that the employment of legal counsel is also forbidden. This 
rule is valid.*§ 

Right of Appeal to the Courts.—We have previously 
examined that phase of the state’s control over exchanges 
which has to do with actions initiated by the law-enforce- 
ment officers.*® In this connection the question of a mem- 
ber’s right to obtain redress from the courts for what he 
considers wrongful acts on the part of the exchange will be 
considered. 

One condition may be laid down as prerequisite to an 
appeal to the courts. The member who would resort to the 
courts must show that he has exhausted all of the remedies 
which are afforded by the by-laws and rules of the exchange. 
“Tt is the settled law that a member of such an association 
as the Cotton Exchange, against whom proceedings are in- 

47 Albers v. Merchants’ Exchange, 1388 Mo. 140, 39 S. W. 473; Lurman v. 


Jarvie, 82 App. Div. (N. Y.) 37; Olds v. Chicago Open Board of Trade, 18 


Til. App. 465. 
48 Green v. Chicago Board of Trade, 63 Ill. App. 446, aff’d 174 Ill. 585, 51 


N. E. 599, 49 L. R. A. 365, 
“Commodity Exchanges and the State, supra. 
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stituted under its by-laws, must first exhaust his remedies 
within the association before he may invoke redress from 
the courts. ... The question of the jurisdiction of the 
defendant exchange to try the charges against the plaintiffs 
is clearly one which must first be determined by the ex- 
change itself through its appropriate committees. The same 
rule applies to plaintiff’s demand that the court shall prac- 
tically take charge of the trial by directing how it must be 
conducted. Here again we are not called upon to interfere 
to prevent an injury which is purely anticipatory. . . . It is 
the duty of the exchange, in the first instance, to pass upon 
his claims. If he is given all to which he is entitled he will 
have no grievance. If he be denied rights which should have 
been accorded to him, and injury follows, it will then be open 
to him to seek redress in the courts.” °° 

The law, however, does not require impossibilities or 
futilities. Consequently, if resort to the exchange’s tribunals 
would be useless because of open hostility exhibited toward 
the member, or if delays or other acts make it appear that 
the member’s rights will not be protected at the hands of 
the exchange committee having jurisdiction, he need not 
wait before appealing to the courts.*t Furthermore, the 
suspended or expelled member is not required to exhaust all 
means of reinstatement before he will have a standing in the 
courts. He must have carried his case to the highest tribunal 
in the exchange before suspension or expulsion; but once 
action has been taken, the necessity for further resort to the 
exchange is at an end. “An application for reinstatement 
would not in any way involve a review of the question deter- 


°° Moyse v. New York Cotton Exchange, 143 App. Div. (N. Y.) 265 (at 
p. 268), 128 N. Y. Supp. 112; and see Board of Trade v. Riordan 94 IIl. 
A. 298. 

* Leech v. Harris, 2 Brewst. (Pa.) 571; Quentell v. N. Y. Cotton Exchange, 
56 Misc. 150, 106 N. Y. Supp. 228. 
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mined on his expulsion. It would be a matter of grace and 
not a reversal of the determination.” *? 

When a member obtains a standing in the courts for 
review of the proceedings by which he has been ousted, there 
is a definite limit to the matters into which the court will 
inquire. It will review the entire record to determine (1) 
whether the proceedings have followed the requirements of 
the by-laws; (2) whether the member had notice and an 
opportunity to defend himself; (3) whether the by-law 
which he contravened was valid, and (4) whether the 
decision was honestly rendered. If the court is satisfied on 
these points, it will not substitute its opinion for the decision 
of the tribunals of the exchange either as to determination of 
matters of fact or the merits of the case. “It is well settled 
that when a person becomes a member of an association and 
its charter provides a method for adjusting difficulties and 
settling conflicting demands, he assents to the scheme 
adopted; and in the absence of fraud or imposition or gross 
injustice, he will not be heard to impeach in the courts the 
validity of the decision against him, and the courts cannot 
examine the merits of the controversy.” ** If it appears, 
however, that the proceedings were irregular, unfair, not 
within the jurisdiction of the exchange tribunal or totally 
unsupported by evidence, the court will intervene.®* Courts 
differ as to their right to go further and compel reinstate- 
ment. On the one hand, it has been held that a person who 
becomes a member of an exchange agrees to be bound by all 
of its by-laws and rules, whether valid or not, and conse- 
quently he cannot invoke the aid of the courts to regain a 
membership he has lost by enforcement of such a by-law or 

® Lamborn v. New York Cotton Exchange, 203 App. Div. 565 (at p. 571), 
197 INE OUpD. OC 

53 National League of Commission Merchants v. Hornung, 148 App. Div. 


(N. Y.) 355 (at p. 360), 132 N. Y. Supp. 871. 
& Albers v. Merchants’ Exchange, 39 Mo. A. 583. 
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rule.> The weight of authority, however, is probably to the 
contrary.°* If the by-law is invalid, the member will be 
entitled to invoke the aid of the court in recovering his 
privileges. The aid is extended, in the case of incorpo- 
rated exchanges, by a writ of mandamus.*’ This is a per- 
emptory order made by the court directing the exchange to 
restore the suspended or expelled member to his privileges. 
If the matter has been taken into court before suspension or 
expulsion and the court intervenes, it will do so by injunc- 
tion forbidding the threatened action or a continuation of 
steps leading to the threatened action. 

Nature of a Membership.—The exact legal nature of a seat 
on an exchange is somewhat difficult to define. A member 
of an exchange, in common with his associates, has an equity 
in the property of the exchange; but he is a member of a 
body which has a wide latitude of powers over him and to 
which he gained admission not alone by purchase, but by pur- 
chase and election. The question which has been the subject 
of conflicting decisions by the courts is this: Is membership 
a mere license to enjoy the privileges of the exchange or 
is it a property right? The question is often important in 
connection with such matters as taxation, inheritance, bank- 
ruptcy, and creditors’ rights. It is not the purpose here 
to examine exhaustively a question on which the courts are 
not unanimous. On the one hand, California courts have 
held that a seat is only a personal privilege;°® on the other 
hand, the courts of Minnesota *® have held that an exchange 
seat is personal property. A brief review of the authorities 
may be quoted from JIlinois Law Review, Vol. XIX, p. 469: 


® Greer v. Stoller, 77 Fed. 1. 

*See American Livestock Commission Co. v. Chicago Live Stock Ex- 
change, 143 Ill. 210; 32 N. E. 274, 36 Am. St. Rep., 385, 18 L. R. A. 190. 

™ Matter of Haebler, 149 N. Y. 414, 44 N. E. 87. 

San Francisco v. Anderson, 103 Cal. 69, 42 Am. St. Rep. 98, 36 Pac. 
1034. 

°° State v. McPhail, 124 Minn. 398, 145 N. W. 108. 
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“Nearly all courts call a membership in an exchange ‘prop- 
erty’; Hyde v. Woods, 94 U. 8S. 523, 24 L. Ed. 264. They 
differ, however, in their definition of the interest represented. 
Some call it a mere personal privilege or license: Zell v. 
Baltimore Stock Exchange, 102 Md. 489, 62 Atl. 808. Others 
call it property without qualification: State v. McPhail, 124 
Minn. 398, 145 N. W. 108. But most courts say that, 
though a membership is property in some of its aspects, it 
is not such in the concrete and broad sense of the term: 
Weaver v. Fisher, 110 Ill. 146. By the great weight of au- 
thority a seat is an asset in bankruptcy: In re Page 107 
Fed. 89. It may be assigned or pledged by the holder: 
Nashua Savings Bank v. Abbott, 181 Mass. 531, 63 N. E. 
1058. It is subject to inheritance or transfer taxes: In 
re Hellman’s Estate, 174 N. Y. 254, 66 N. E. 809. Never- 
theless it has been uniformly held that membership in an 
exchange, because of its intangibility, is not subject to levy 
and execution. Thompson v. Adams, 93 Pa. St. 55. But 
the majority of courts have held that such membership can 
be made the subject of the claims of creditors through credi- 
tors’ bills, or their equivalent proceedings supplementary 
to execution: Eliot v. Merchants’ Exchange, 14 Mo. A. 
234; Rittenband v. Baggett (N. Y.) 4 Abbot. N. C. 67; 
Habenicht v. Lissack 78 Cal. 351, 20 Pac. 874.” 

If an exchange were to be dissolved, its assets remaining 
after satisfying creditors would belong pro rata to its mem- 
bers. It would seem from this that a seat is something 
more than a license. “The membership has a use value 
and a buying and selling or market value. It is bought and 


sold. ... There is a lien upon it for balances due mem- 
bers. . . . It passes by will or descent and by insolvency or 
bankruptcy. . . . It is true that there are certain restrictions 


in the ownership and use of a membership. These may in- 
crease or decrease its value, probably in the case of a board 
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of trade membership greatly enhance it. They do not pre- 
vent its being property.” ® 

Bankruptcy of a Member.—Since the Bankruptcy Law 
is uniform and administered by the Federal courts, the line 
of decisions as to the nature of a membership is much more 
uniform. The nature of a seat comes into question in this 
fashion. A trustee in bankruptcy becomes vested with title 
to all the property of the bankrupt. If a seat is property, 
it passes to the trustee and is applied by him with other 
assets to liquidate the claims of creditors. The weight of 
authority holds that an exchange seat is property, title to 
which will vest in the trustee. In the case of Page vs. Ed- 
munds,®*! a member of the Philadelphia Stock Exchange had 
become bankrupt and the trustee in bankruptcy asserted a 
claim to his seat on the exchange. After sale of the seat 
and liquidation of claims due members of the exchange, the 
surplus would be paid over for the benefit of general 
creditors. The bankrupt contended that the seat on the 
exchange was not property, pointing out the fact that it can- 
not be transferred so as to confer any privileges on a pur- 
chaser until the purchaser is elected to membership. The 
Court held “That consequence in our judgment affects the 
value of a seat in a stock board but not its existence as 
property. The contingencies which may defeat or affect its 
title or its enjoyment will be reflected in its price and if, 
notwithstanding them, a seat has a vendable value of from 
$5000 to $8000, it would seem that the law should have 
some process to reach it for the benefit of creditors. And 
the Bankruptcy Act supplies the process. The trustee of 
a bankrupt’s estate is the bankrupt’s assignee, and we only 
repeat the statute when we say the trustee is vested with 
whatever the bankrupt can convey.” 


* Rogers v. Hennepin County, 240 U. S. 184 (at p. 189). 
* 187 U.S. 596, 47 L. Ed. 318. 
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The trustee, being vested with title to the seat as prop- 
erty, can accordingly compel the bankrupt to transfer the 
certificate either to the trustee or to the trustee’s assignee. 
The rights of a trustee have been more clearly defined and 
the law more explicitly settled by a recent case decided by 
the United States Supreme Court. In Board of Trade of 
the City of Chicago vs. Johnson, 264 U. S. 1, the contention 
of the bankrupt was that the seat was only a chose in action, 
2.€., Something which the trustee could not reduce to man- 
ual possession and hence it was not subject to summary 
jurisdiction. The opinion of the Court given by Chief Jus- 
tice Taft said in part: ‘Membership on the Board of Trade 
is different from a mere chose in action, like a simple claim 
or debt asserted against another and only to be enjoyed 
after its satisfaction or enforcement. It is a continuously 
enjoyed ‘incorporeal right.’ Hyde v. Woods, 94 U. S. 528. 
The Board of Trade is the member’s trustee while it main- 
tains and holds all its facilities for his use and enjoyment. 
As long as he has these, he may properly be said to be in 
possession of them. That creditor members may assert a 
mere restraint of alienation to enforce their claims does 
not oust the member’s possession or enjoyment. By opera- 
tion of the bankruptcy law, the membership passes, sub- 
ject to the rules of the exchange, to the trustee, for his 
disposition of it. The trustee does not become a member, 
but he does come into control of the bankrupt’s right to dis- 
pose of the membership; and, with the aid of the bankruptcy 
court, can require the bankrupt to do everything on his part 
necessary under the rules of the Board of Trade to exercise 
this right. The membership is property, in a way attached 
to the person of the bankrupt and disposable only by his 
will. It follows him, therefore, into the bankruptcy court, 
which is given full equitable jurisdiction over his conduct 
in respect of his estate, and, therefore, it comes into the 
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custody of the court to be administered by it as part of his 
estate.” 

From the foregoing it is evident that the trustee may com- 
pel sale of the seat by the bankrupt or its transfer, subject 
to the rules of the exchange. 

In connection with bankruptcy, it will be recalled that 
the exchange by-laws provide for suspension of a failed mem- 
ber and for the sale of his seat to satisfy claims which other 
members have against the bankrupt. The legal question 
here is whether such by-laws constitute exchange members 
preferred creditors, the preference of some creditors as 
against others being contrary to the Bankruptcy Law. The 
leading case on this question is that of Hyde v. Woods, 94 
U.S. 523. Holding that a seat on an exchange is property, 
the court nevertheless recognizes it as a property ‘“encum- 
bered with conditions when purchased without which it 
could not be obtained.” Consequently a by-law providing 
that claims of member creditors are to be paid out of the 
proceeds of the sale of a seat “entered into and became an 
incident of the property when it was created and remained 
a part of it into whose hands soever it may come. As the 
creators of this right—this property—took nothing from 
any man’s creditors when they created it, no wrong was 
done to any creditor by the imposition of this condition.” 
The agreement to limit or bind a membership thus consti- 
tutes no preference within the purview of the Bankruptcy 
Law. “It is said that it is against the policy of the Bank- 
rupt Law, against public policy, to permit a man to make 
in this or any other manner a standing or perpetual appro- 
priation of his property to the prejudice of his general credi- 
tors; and it is to this point that the numerous authorities 
of counsel are cited. They all, however, relate to cases 
where a man has done this with property which was his own 
—property on which he himself imposed the direction, or the 
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incumbrances which impeded creditors. It is quite different 
where a man takes property by purchase, or otherwise, 
which is subject to that direction or disposition when he 
receives it. It is no act of his which imposes the burden. 
It was imposed by those who had a right to do it, and to 
make an accompaniment of any title which they gave to it.” 

Members of an exchange may have claims against a bank- 
rupt member arising from transactions on its floor or aris- 
ing from matters not connected in any way with the ex- 
change. This gives rise to the question whether all claims 
of members are to be satisfied from the proceeds of the sale 
of a bankrupt’s seat, or only those claims which arise from 
trading on the exchange. The recent law sustaining the 
validity of the by-laws already referred to is that members 
dealing on the floor of the exchange “have in view the se- 
curity which arises from the fact that beyond the personal 
credit of every member is the security furnished by his mem- 
bership in the association.” © This recent law clearly does 
not apply to other than exchange transactions and ap- 
parently there is no sound reason for giving priority to the 
private claims of members over the claims of general credi- 
tors. The reasoning of the court in the case of Bernheim 
vs. Keppler ® is in point. The matters under review were 
analogous, although the exact question mentioned above 
was not raised. The Court said: “The claims of members 
that are to be satisfied out of the proceeds of the sale of a 
decedent’s seat are, ..... not all claims of whatever na- 
ture and description. To give full effect to the construction 
contended for by the defendant would be to include claims 
arising in tort from matters entirely unrelated to the business 
of the Exchange, claims derived through assignments from 


©@ Legg, Law of Commercial Exchanges, p. 126. 
634 Misc. (N. Y.) 321; see also In re Hayes, 37 Misc. (N. Y.) 264, and 
Cochran v. Adams, 180 Pa. St. 289, 36 Atl. 854. 
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third persons who happened to have demands against a 
member; in fact, any and all rights whatsoever which one 
may have against another, irrespective of the time and mode 
of their creation or acquisition, and dependent solely on the 
circumstances that both should be members of the Exchange 
when one of them dies.” 

It has been held, however, that loans made from one mem- 
ber to another of a business character, although not pursuant 
to dealings on the exchange, fall within the purview of such 
a by-law. In other words, it does not embrace merely loans 
between members for the account of clients. It is a ques- 
tion whether this principle will be extended further so as 
to include claims which are not related to transactions on 
the exchange or which are in some way related to the busi- 
ness of members on the exchange. 

In addition to the value of the bankrupt’s seat, he may 
have balances due him at the clearing house. A question 
which arises is whether these balances are applicable to the 
claims of creditor members, or whether they belong to the 
trustee in bankruptcy for the benefit of the general creditors. 
The law on this point is not clearly defined, the decisions 
being few and opinion being divided. The transactions giv- 
ing rise to the balances at the clearing house having taken 
place on the exchange, Federal courts have held that a by- 
law giving a preference against clearing house balances is 
valid and enforceable. This Federal rule would probably be 
controlling. An earlier New York case containing implica- 
tions to the contrary can be distinguished in that the debt 
arose prior to the insolvent’s membership.” 

In the distribution of the estate of a deceased member, a 
seat is likewise treated as property. After the claims of 


“In re Fisk & Robinson, 185 Fed. 974. 
® Re Gregory, 174 Fed. 629. 


“Cohen v. Budd, 52 Mise. (N. Y.) 217, aff'd 117 App. Div. (N. Y.) 922. 
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members against the deceased member are satisfied from 
the proceeds of the sale of the seat, the balance is admin- 
istered by his personal representative. 

Attachment and Execution.—Attachment is a process 
whereby a creditor may levy directly upon property of the 
debtor in cases permitted by law, thereby being protected 
until his case is decided.®* There has been no recent case 
involving attachment of an exchange seat. In some old cases 
it was held that a seat was not subject to attachment, the 
courts leaning to the theory that membership is more of a 
license or chose in action than a property right.®* The trend 
of judicial opinion in recent years makes it impossible to 
accept without question this doctrine as the law of today. 

Execution is the process by which a creditor enforces a 
judgment which he has obtained. The weight of authority 
has been adverse to the right of a creditor to levy upon an 
exchange seat in the ordinary process of execution. In some 
jurisdictions this has been extended so far as to deny any 
remedy because of the intangible nature of the seat.®* But 
the weight of authority is that while the seat may not be 
subject to levy by execution, it may be reached by a creditor 
in two ways: by a creditor’s bill or by the appointment of 
a receiver in supplementary proceedings. “We think the 
right of the judgment debtor to a seat on the Cotton Ex- 
change was property. That it had value was proved and 
is conceded; and that it could be transferred to a certain 
class of purchasers under prescribed rules and conditions is 
also established . . . Although of a character somewhat pe- 
culiar, its use restricted, its range of purchasers narrowed 
and its ownership clogged with conditions, it was never- 


87 See Corpus Juris, title “Attachments.” 

68 Pancoast v. Houston, 5 Week. Notes Cas. 36; Evans v. Wister, 32 
Leg. Int. 354. 

* 23 Corpus Juris, p. 333 note 12, but see Press & Co. v. Fahy, 313 Il. 
262 and same case below in 231 Ill. App. 193, 202. 
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theless a valuable right capable of transfer and correctly 
decided to be property.”’ Accordingly the seat passed to a 
receiver appointed in supplementary proceedings.” The 
title of the receiver is analogous to the title of the trustee 
in bankruptcy. He obtains no privileges of membership on 
the exchange, but he may sell the seat and compel its trans- 
fer by the judgment debtor. 

Transfer, Pledge and Assignment.—The transferability 
of an exchange membership, subject to the by-laws govern- 
ing the admission of new members, has already been con- 
sidered.71 A seat may be assigned or pledged as security for 
a debt. Such an assignment or pledge would confer upon 
assignee or pledgee, a lien enforceable against the proceeds 
of the sale of the seat after the satisfaction of claims due to 
members. It would not confer any right upon assignee or 
pledgee to sell the seat.’* The pledgee or assignee is further- 
more subject to the by-laws and rules of the exchange relat- 
ing to presentation of claims within time limits pres¢ribed 
and relating to remedies on appeal.”? 

In the case of a voluntary assignment for the benefit of 
creditors, however, the position of the assignee is similar to 
that of the trustee in bankruptcy. ‘Title to the seat passes 
to the assignee. The matter is not important because such 
an assignment is made a ground of bankruptcy, and the lat- 
ter proceeding is likely to supervene. 

Taxation.—The question of whether an exchange seat is 
property has come squarely before the courts in cases in- 


Powell v. Waldron, 89 N. Y. 328 (at p. 331), 42: Am. St. Rep. 301, and 
see cases cited in 23 Corpus Juris, p. 333, note 13. 

™See The Admission of Members, supra, also Keyer v. Memphis Cotton 
Exch., 135 Tenn. 414, 186 S. W. 593. 

® Nashua Savings Bank v. Abbott, 181 Mass. 531, 63 N. E. 1058; Smith 
Flynn Commission Co. In re: 292 Fed. 465. 

“Shannon v. Cheney 156 Cal. 567, 105 Pac. 588; Gartner v. Pittsburgh 
Stock Exch. 247 Pa. 482. 

“McClain v. Pittsburgh Stock Exch. 219 Pa. 435, 68 Atl. 1031. 
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volving taxation. Cases have arisen involving the right of 
the taxing authority to levy on exchange memberships as 
personal property. If the seat were specifically named as 
an object of taxation, no question would arise; and interpret- 
ing local tax laws in different ways, the current of judicial 
opinion has not been sufficiently clear to enable a general 
rule to be formulated. 

The United States Supreme Court has decided that an ex- 
change membership may be taxed. “Of course, there is 
nothing in the Federal Constitution which prevents the 
memberships here involved from being taxed, and the ques- 
tion whether they were in fact taxable under the statutes 
of the state was a matter of local law with which we are 
not concerned. It was the province of the state court to 
determine what the terms of the taxing statute author- 
ized. ...” ™ In another case the same court held that 
whether a seat owned by a resident of one state on an ex- 
change in another state was taxable under the laws of the 
former was a question to be decided by its courts.”® 

These decisions simply affirm the Jurisdiction of state 
courts to determine what interests are taxable under local 
statutes. In two states, Minnesota‘ and Ohio, the courts 
have held squarely that an exchange membership is personal 
property within the meaning of tax laws and consequently 
subject to levy. The Ohio decision further held that an 
exchange membership, being property of an intangible na- 
ture, had its situs (or legal location) at the member’s place 
of residence. The decision affirmed the right to impose a tax 
in Ohio on a seat on the New York Stock Exchange owned 
by a resident of Ohio."® 


™ Rogers v. Hennepin County, 240 U. S. ie (at p. 189). 

7° Citizens National Bank v. Durr, 257 U. 99. 

™ State v. McPhail, 124 Minn. 398, 145 N. oe 108. 

78 Anderson v. Durr, 100 Ohio St. 251, aff’d in Citizens National Bank v. 


Durr, supra. 
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The intangible nature of the property in an exchange seat 
has influenced courts of other jurisdictions in deciding that 
exchange seats are not property. It is pointed out that a 
membership is “clogged with conditions” as to transfera- 
bility and that the member’s interests and privileges are 
not absolute and unrestricted in character. California, 
Maryland, and New York” join in holding memberships not 
taxable as personal property; but, because of a broader def- 
inition of the term “property,” used in the inheritance tax 
law in New York, the courts of that state have held that a 
seat is subject to inheritance tax. 

The fact that in all cases involving taxation decisions have 
turned upon construction and interpretation of the language 
of the statute makes it impossible to derive a general rule 
from this group of decisions, although individual findings 
have been clear-cut and explicit. In summary, an exchange 
membership has the attributes of property in bankruptcy 
proceedings and in suits brought by creditors; it resembles 
property in the fact that it may be transferred, assigned, 
or pledged. Under taxing statutes it has been held property 
or a chose in action chiefly in accordance with the language 
of the statute under construction.® 

The Exchange’s Control of its Quotations.—The right of 
a stock exchange or commodity exchange to exercise a full 
measure of control over its quotations—to decide what per- 
sons shall receive them and what persons shall not—and to 
revoke the privilege when in the opinion of the exchange it 
is being abused, has been a source of extensive litigation. 
The method of collecting and transmitting continuous quo- 
tations has been described elsewhere. The contract with the 


“San Francisco v. Anderson, 103 Cal. 69, 36 Pac. 1034; Baltimore v. 
Johnston, 96 Md. 737, 54 Atl. 646, 61 L. R. A. 568; Peo. v. Feitner, 167 
N. Y. 1, 60 N. E. 265. 

* And see Weaver v. Fisher, 110 Ill. 146, which treated the interest as 
subject to a resulting trust. 
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distributing agency limits the telegraph companies’ right to 
transmit quotations. The exchange reserves the right to 
approve or to disapprove any particular recipient. The 
many efforts which have been made to break the control of 
exchanges over their quotation service emphasize the value 
of this phase of the organized market’s activities. Without 
access to legitimate quotations, the bucket shop cannot exist, 
for its prices, of course, must correspond with the prices 
made on the recognized exchanges. 

The earliest question in point of time to be decided was 
whether quotations are property. News is intangible, yet 
the character of intangibility is no bar to legal protection. 
Consequently the decisions on this point are clear—that 
market quotations are property, and as such subject to con- 
trol by the exchange on which they originate.* 

But while the quotations are property, are they property 
impressed with a public use? The exchanges are great mar- 
ket places in which there is great public interest, and their 
importance in the various commodity trades is recognized. 
The contention advanced was that because of this public in- 
terest the exchange should not be allowed to curtail the dis- 
tribution of quotations or to deprive persons from access to 
them. This contention was sustained in Illinois where the 
courts held that the quotations of the Chicago Board of 
Trade were affected with a public interest and consequently 
subject to a measure of public regulation; and the courts 
“would forbid that a monopoly should be made of them by 
furnishing them to some and refusing them to others who 
are equally willing to pay for them and be governed by all 
reasonable rules and regulations, and would prevent the 
Board of Trade or the telegraph companies from unjustly 
discriminating in respect to the parties who will be allowed 


2 See cases in following notes. 
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to receive them.” §? This view, however, is contrary to the 
opinion expressed by most courts; and in a very recent case 
the courts of Illinois affirmed the right of the Board of Trade 
to refuse quotations to individual enterprises which desired 
to use them for radio broadcasting and for advertising pur- 
poses. The decision further held that the by-law of the 
Board of Trade prohibiting broadcasting of quotations was 
reasonable and not in restraint of competition (the presiding 
justice concurred on the ground that the plaintiff, who as 
a member of the exchange had subscribed to the by-laws, 
had no right to raise the question) .** 

The question whether quotations are affected with a pub- 
lic interest has come before the Federal courts and their 
decisions have been contrary to the Illinois opinion quoted 
above.* “ ... Iam of the opinion that courts cannot by 
their decrees assume the initiative in declaring private prop- 
erty to be impressed with a public use. There should first 
exist that condition of growth or expansion of a private 
business or of its relation to the public service or public 
necessity which justifies the assertion of a public interest 
therein and the accompaniment of public control, followed 
by legislative recognition or declaration of such condition.” ® 
In pursuance of the holding of the United States Supreme 
Court that the determination of whether or not a business 
is affected with a public interest is a legislative function, 
Congress declared in the Grain Futures Act that exchanges 
trading in grains are affected with a public interest. Subse- 
quently the Federal Trade Commission, in an order, forbade 
the Minneapolis Chamber of Commerce to interfere with 


“® New York and Chicago Grain and Stock Exchange v. Board of Trade 
127 Til. 153, 19 N. EB. 855, 2 L. R. A. 411. 

* Bowles Live Stock Co. v. Chicago Live Stock Exch. 243 Ill. App. 71. 

“Board of Trade of the City of Chicago v. Christie, 116 Fed. 944 (at 
page 946). 

®See Par. “Commodity Exchanges and the State.” 
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the telegraph company which furnished its quotations to the 
St. Paul Grain Exchange and to the Equity Cooperative Ex- 
change. This ruling was held invalid by the Circuit Court 
of Appeals of the Eighth Circuit.** Pointing out that the 
question arose between competing bodies, the Court said: 
“It would be a strange situation, logically or legally, where 
one could be compelled to furnish its own property to a 
competitor to be used as a major weapon of its own destruc- 
tion. .. . The Exchange was formed by the Equity as its 
instrument for destroying the Chamber. That was the ex- 
pressed purpose of its formation. Competition is by no 
means legally free from proper restraint, and it is beyond 
all reason to require any one to furnish the means of his own 
destruction to another who is bent upon accomplishing such 
destruction. We think the order of the Commission respect- 
ing the furnishing of market quotations is invalid because. 
it is not, under the circumstances, conclusively shown by 
this record, an unfair method of competition for the Cham- 
ber to refuse to supply such quotations to these parties cov- 
ered by the order.” The decision of the court was that, while 
legislation may possibly declare quotations to be affected 
with a public interest, this decision cannot be made by 
another branch of the government. 

An effort to cause the courts to label exchanges as gam- 
bling institutions. and to characterize exchange trading as 
gambling transactions, illegal and beyond the pale of the 
court’s protection, was made in the case of the Board of 
Trade vs. Christie Grain and Stock Company.®* The Chris- 
tie Grain and Stock Company was surreptitiously obtaining 
the quotations of the Chicago Board of Trade. The Board 
of Trade brought action to enjoin the defendant from ob- 


8° Chamber of Commerce v. Federal Trade Com. 13 Fed. (2nd) 673 (at 
p. 688). 
198 U.S. 236. 
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taining and distributing its quotations. The defendant struck 
baek with a counterattack that the Board of Trade was the 
greatest of all bucket shops; that the transactions in futures 
were mere wagering agreements and bets on price fluctua- 
tions; and hence, the entire machinery of the Board of Trade 
being permeated with illegality, its quotations were not en- 
titled to the protection of the law. Holding that transac- 
tions on the Board of Trade were not illegal, the court ruled 
that “the plaintiff’s collection of quotations is entitled to 
the protection of the law. It stands like a trade secret. The 
plaintiff has the right to keep the work which it has done 
or paid for doing to itself. The fact that others might do 
similar work, if they might, does not authorize them to steal 
the plaintiffs.” And the right to complete control of its 
own quotations was made still stronger by the determina- 
tion that even if quotations concerned illegal transactions, 
they would nevertheless be entitled to protection, for “the 
statistics of crime are property to the same extent as any 
other statistics, even if collected by a criminal who fur- 
nishes some of the data.” 

The latest effort to assail the right of exchanges to con- 
trol their quotations was founded on the contention that this 
control amounts to restraint of trade. This argument was 
brought forth in the case of Moore vs. New York Cotton 
Exchange.®* The action was brought because the Odd Lot 
Cotton Exchange and its members were denied ticker in- 
stallation and continuous quotations. A decree was sought 
from the courts to cancel the contract between the Western 
Union Telegraph Company and the New York Cotton Ex- 
change, and to adjudge the exchange to be a monopoly in 
restraint of trade. The plaintiff contended that the ex- 
change had “a monopoly upon the receipt and dissemination 
of cotton price quotations, through which quotations and 

8 270 U.S. 593. 
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prices of cotton, both spot and for future delivery, are in- 
fluenced, guided and fixed in the exchanges and markets 
throughout the United States; that the contract with the 
Western Union [to distribute quotations only to such per- 
sons as the exchange approved] is in restraint of interstate 
trade and commerce in cotton and was entered into for the 
purpose of monopolizing and restraining that commerce.” 
But the court held there was nothing except the contract with 
the telegraph company to show that the New York Cotton 
Exchange was engaged in interstate commerce. “It is equally 
clear that the contract with the Western Union for the dis- 
tribution of the quotations to such persons as the New York 
exchange shall approve does not fall within the reach of the 
Anti-Trust Act. Under that contract, the exchange at its 
own expense collects the quotations and delivers them to 
the telegraph company for distribution to such approved 
persons. The real distributor is the exchange; the telegraph 
company is an agency through which the distribution is 
made. In effect, the exchange hands over the quotations, 
as it might any other message, to the telegraph company for 
transmission, charges to be collected from the receivers. .. . 
In furnishing the quotations to one and refusing to furnish 
them to another, the exchange is but exercising the ordinary 
right of a private vendor of news or other property. . . . So 
far as the exchange is concerned the evident purpose of the 
contract was to further and protect its business. The terms 
are entirely appropriate and legitimate to that end. The 
effect of the making and execution of the contract upon in- 
terstate trade or commerce, if any, is indirect and incidental. 
Neither in purpose nor effect does it directly or unreasonably 
restrain such commerce or operate to create a monopoly.” 
Summarizing these decisions as to the scope of exchange 
control over quotations, it has been well established (1) 
that quotations are property over which (2) the exchange 
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may exercise exclusive control and this control (3) is not 
in restraint of competition nor in violation of the anti-trust 
laws. The weight of authority also is that quotations are 
not impressed with a public use and that, barring their classi- 
fication as affected with a public use by Congress, quotations 
are the exclusive property of the exchange. 

Thus the law seems to be clear on the matter of control; 
but where does the control énd? At what point, if any, 
in the transmission of price quotations has there been such 
a broad publication as to end the control of the exchange? 
When quotations are “published,” they are “dedicated to 
the public,” and exclusive control ceases. The all-important 
question, then, relates to the time of publication. Various 
schemes have been worked out to copy posted quotations 
and make use of them without permission of the exchange, 
the telegraph company, or the subscriber from whose bulle- 
tin board they were taken. In a case involving this ques- 
tion,®® it was contended that “the posting of quotations by 
those who rightfully receive them is a general publication, 
and instantly operates as a surrender or dedication to the 
public of the proprietary rights of the appellee [the ex- 
change]. This contention overlooks the fact that the boards 
on which the quotations appear were in brokerage offices 
which are not public places; and recognizing the importance 
of this phase of the matter, the court pointed out that “the 
publication relied upon consists altogether in the posting of 
the quotations by those who subscribe for them. This is 
done in places which, by reason of their ownership and use, 
are private. Its controlling purpose is that of stimulating 
and facilitating trade with the subscriber, and not of con- 
ferring a benefit upon the public. It implies, of course, a 
permission that in dealing with the subscriber his patrons 
may use the information which the quotations contain, but 

® McDearmott Commission Co. v. Board of Trade, 146 Fed. 961. 
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not that they may be copied and taken away or reproduced 
and used elsewhere. It does not make knowledge of them 
general, or make them accessible to the public as of right, or 
render them of no further value. In short, it is so restricted 
as to be consistent with the retention by the appellee [the 
exchange] of its proprietary rights, and does not indicate 
an intent to surrender or dedicate them to the public.” 

To constitute publication it is necessary either (1) that 
there be voluntary assent, or (2) that the circumstances of 
publication imply assent, 2. e., publication in newspapers. 
To constitute publication it needs be shown that there has 
been a voluntary assent thereto or that the circumstances 
negative any intent not to do so, as publication in the news- 
papers, for example. 


Chapter XIV 
THE LEGALITY OF CLEARING HOUSE OPERATIONS 


Tur purposes of the clearing house and its operations have 
been described in Chapter III. The machinery of clearing 
associations is designed to provide the most expedient 
method of settling contracts (1) by offset and substitution, 
or (2) by delivery. The fact that a large proportion of trans- 
actions are settled by offset and substitution has given rise 
to cases in which the legality of clearing house operations 
has been brought into question. The line of argument pur- 
sued has been this: Wagering agreements are illegal; bets 
on prices (the familiar bucket shop operation) are illegal, 
unenforceable between the parties, and in some states in 
contravention of the penal law as well. Those who have 
attempted to attack the legality of clearing house operations 
have done so by attempted analogy. When contracts are 
cleared by offset and substitution, the financial settlement 
is made by the payment of price differences. It is in this 
that likeness to the operations of a bucket shop has been 
sought; but sought wholly without success. The one feature 
of the transaction on a commodity exchange which cannot 
be evaded or overlooked is the fact that every future con- 
tract is a binding contract to deliver, enforceable at law by 
both buyer and seller. Whether delivery is made or not is 
beside the point. “A man may lawfully sell goods or stocks 
for future delivery, even though he has none in his posses- 
sion, if he really intends and agrees to deliver them at the 
appointed time. Such a transaction constitutes a valid con- 
tract, which is enforceable in the courts. But a man may 
268 
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not, under the guise of such a contract, enter into a naked 
speculation upon the rise or fall of prices, in which there is 
to be no delivery of property, and no payment except such 
as may be necessary to provide for differences arising purely 
from market fluctuations. Such a transaction is a mere 
wager, which is condemned alike by statute and public 
policy.”* Substantially the same language has been used 
by the United States Supreme Court.” 

It is impossible to separate the functions and machinery 
of the clearing association and the binding legal applica- 
tion of the contract, and to say that the one is illegal, while 
the other is legal. Buyer and seller both contract with 
reference to the by-laws and rules of the exchange, the one 
agreeing to take delivery and the other to make delivery. 
The speculator may buy, having in his own mind no intent 
of taking delivery; or he may sell with no intention of mak- 
ing delivery. It is not his unexpressed mental attitude which 
determines legality or illegality; it is the fact that he may 
be compelled to deliver if he does not offset his contract, 
when he is the seller; or he may be compelled to receive de- 
livery if he is the buyer. A far-reaching opinion delivered 
by Mr. Justice Holmes of the United States Supreme Court 
in the case of Chicago Board of Trade vs. Christie* put the 
stamp of legality on clearing transactions by offset. The 
opinion contains so lucid an exposition of the question that 
excerpts from it are given in some detail. 

It appears that in not less than three-quarters of the transactions 
in the grain pit there is no physical handing over of any grain, but 
that there is a settlement, either by the direct method, so called, or 
by what is known as ringing up. The direct method consists simply 
in setting off contracts to buy wheat of a certain amount at a certain 
time, against contracts to sell a like amount at the same time, and 


1Weld v. Postal Telegraph Cable Company, 199 N. Y. 88 (at p. 103), 
92 N. H. 415. 

2Clews v. Jamieson, 182 U.S. 461. 

3198 U. S. 286 (at p. 246). 
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paying the difference of price in cash, at the end of the business day. The 
ring settlement is reached by a comparison of books among the clerks 
of the members buying and selling in the pit, and picking out a series 
of transactions which begins and ends with dealings which can be set 
against each other by eliminating those between—as, if A has sold to 
B 5,000 bushels of May wheat, and B has sold the same amount to 
C, and C to D and D to A. Substituting D for B by novation, A’s 
sale can be set against his purchase, on simply paying the difference in 
rice. . 

¥ We must suppose that from the’ beginning as now, if a member had 
a contract with another member to buy a certain amount of wheat at 
a certain time and another to sell the same amount at the same time, 
it would be deemed unnecessary to exchange warehouse receipts. We must 
suppose that then as now, a settlement would be made by the payment 
of differences, after the analogy of a Clearing House. This naturally 
would take place no less that the contracts were made in good faith for 
actual delivery, since the result of actual delivery would be to leave the 
parties just where they were before. Set-off has all the effect of deliv- 
ery. The ring settlement is simply a more complex case of the same 
kind. .. . The fact that contracts are satisfied in this way by set-off 
and the payment of differences detracts in no degree from the good 
faith of the parties, and if the parties know when they make such con- 
tracts that they are very likely to have a chance to satisfy them in that 
way, and intend to make use of it, that fact is perfectly consistent 
with a serious business purpose, and an intent that the contract shall 
mean what it says. 


Referring to hedging contracts, Justice Holmes declared 
that “it is none the less a serious business.” 

Finally, referring to the fact that contracts settled by off- 
set and substitution far outnumber those on which there is 
actual delivery, and in fact call for a much greater amount 
of grain than is actually received in the Chicago market, 
Justice Holmes said: “The fact that they can be and are 
set-off sufficiently explains the possibility, which is no more 
wonderful than the enormous disproportion between the 
currency of the country and contracts for the payment of 
money, many of which in like manner are set off in clearing 


“Italics are authors’. No more important legal pronouncement affecting 
exchanges has ever been made than these seven words of Justice Holmes. 
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houses without any one dreaming that they are not paid, 
and for the rest of which the same money suffices in succes- 
sion, the less being needed the more rapid the circulation is.” 
The principles enunciated in the Board of Trade vs. Chris- 
tie case were followed in a recent decision of the United 
States Supreme Court. Chief Justice Taft, in handing down 
the court’s opinion, said: “The petition charges that the 
Exchange and Clearing Association are machinery for the 
promotion of gambling, that though its contracts for fu- 
tures on their face are for actual delivery, they really are 
not intended or expected by either party to result in delivery, 
that the Exchange rules discourage delivery, that when in 
fact actual delivery is sought, purchases are not made on the 
Exchange but elsewhere, that the Exchange thus puts in 
the hands of gamblers the means of influencing directly the 
prices of sugar to be delivered and thereby of obstructing and 
restraining its free flow in trade between Cuba and the 
United States and between the States. . . . It is true that 
spot sales are not encouraged and that less actual deliveries 
take place in this Exchange than in some of the Exchanges 
for sales of other commodities, but actual deliveries are pro- 
vided for in every contract and may be lawfully enforced by 
either party. The usefulness and legality of sales for future 
delivery, and of furnishing an exchange where under well- 
defined limitations and rules the business can be carried on, 
have been fully recognized by this court in Board of Trade 
vs. Christie Grain and Stock Co., 198 U. S. 236, 246.” ® 
_ The stamp of legality has been placed not only upon 
direct settlement and ring settlement, but upon the modern 
method of clearing contracts whereby the clearing house be- 
comes seller to the buyer and buyer to the seller, substituting 
for one party on every contract cleared. The contracts pro- 


5TJ. S. v. New York Coffee and Sugar Exchange, 263 U.S. 611 (at p. 617). 
® Clews v. Jamieson, 182 U.S. 461. 
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vide for actual delivery, and “set-off has all the effect of 
delivery.” 

The contention has sometimes been advanced that while 
settlement by offset and substitution is legal among exchange 
members, the method would not be binding upon customers 
of members. This question involves the broad question of 
how far the outsider is bound by rules of the exchange and 
its associated clearing house, a subject deserving of more 
extensive treatment. 


Chapter XV 
THE EXCHANGE AND THIRD PARTIES 


Two propositions are clear with regard to the relationship 
between exchanges and non-members. First, the non-member 
has no standing to attempt to enforce any rules of the ex- 
change for his benefit. Not being a member of the exchange, 
he is not a party to the contract between the members.* 
In the second place, by-laws and rules relating to matters 
of discipline and internal administration cannot affect third 
parties. The non-member comes into touch with exchange 
by-laws and rules because, when he buys or sells, the con- 
tract is made on his behalf by an exchange member who 
is subject to the by-laws and rules. 

Exchange members who deal directly with one another act 
as principals.2 The member who executes an order on the 
Exchange for his customer is the principal in the transaction 
so far as the member from whom he buys or to whom he sells 
is concerned. He is also the principal so far as the clearing 
house is concerned. Nevertheless he is acting as agent for 
his customer. His position thus apparently has a dual na- 
ture; on the one hand, he is looked to as the principal, and 
on the other hand, he is unquestionably an agent. We 
are not concerned with the general principles of the law 
of agency,® but with those phases of it which are pertinent 
to the relationship between the member and his customer. 
Accordingly, it is to be noted at the outset that customs and 


+See Par., “Contract of Membership,” Chap. XIII. 
2 Jemison v. Citizens’ Savings Bank, 122 N. Y. 135. 
®See Cyc., title Principal and Agent. 
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usages of a trade or market which are well established and 
well known are implied parts of contracts made in that trade 
or on that market, unless express provisions in a contract 
negative the usage or custom.* This being the general rule, 
the question that follows is whether by-laws and rules of 
an exchange to which its members subscribe are such cus- 
toms and usages of the market as to bind customers of the 
broker-member. 

The general rule on this question was stated in Bibb vs. 
Allen.® 


It is settled by the weight of authority that where a principal sends an 
order to a broker engaged in an established market or trade, for a deal in 
that trade, he confers authority upon the broker to deal according to any 
well-established usage in such market or trade, especially when such 
usage is known to the principal, and is fair in itself, and does not 
change in any essential particular the contract between the principal 
and agent, or involves no departure from the instructions of the prin- 
cipal; provided, the transaction for which the broker is employed is 
legal in its character, and does not violate any rule of law, good morals, 
or public policy. 


The most interesting illustration of the application of this 
principle was afforded by a war-time transaction in corn. 
A customer of a member of the Chicago Board of Trade 
bought corn for future delivery. Extraordinary conditions 
brought about by the exigencies of war forced the prices of 
corn up to $2.40 a bushel. The directors of the Board of 
Trade, acting within the powers conferred upon them by the 
by-laws and rules, suspended corn trading and fixed a set-- 
tlement price of $1.65 per bushel for all contracts. The 
customer brought suit against his broker, assailing the valid- 
ity of the settlement price and advancing the contention 
that he was entitled to the market price and could not be 
bound by the price established in accordance with the by- 


*See Williston on Sales, sec. 618, and Williston, Contracts, secs. 648-662. 
149 U.S. 481. 
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laws and rules. The broker pointed to the legend appearing 
upon order blanks that “all orders for the purchase and sale 
of any article are received and executed with the distinct 
understanding that actual delivery is contemplated and in 
accordance with and subject to the rules, regulations and 
customs of the Exchange upon which the order is to be 
executed and the requirement of its Board of Directors 
and all amendments made thereto, and that the party giving 
the order so understands and agrees.” 

The customer pleaded ignorance of the exchange by-laws 
and rules and contended that he was not bound. But the 
Court said: ‘Having been notified by Williams & Monroe 
[the Exchange members] that the contracts in question 
- were made in accordance therewith, it was his duty to ascer- 
tain what such rules, regulations, by-laws and requirements 
were, and if he did not then desire to be bound thereby, to 
repudiate the contracts. Not having done so he is as fully 
bound thereby as if he had full knowledge thereof.” ® 

An express agreement between broker and customer 
might relieve the latter from the binding force of any par- 
ticular by-law or rule. Such an agreement, however, would 
subject the broker to disciplinary action by the exchange. 
The whole question relating to this phase of the relationship 
between member and third party is well summarized in a 
New York case:? 

The general rule is that where a customer gives an order to a 
broker to be executed on a board of trade or exchange, he contemplates 
conformity to the rules and customs that prevail there (Wilhite v. 
Houston, 200 Fed. Rep. 390); and if he knows that the broker is a 
member of a particular exchange and is bound by its rules adopted to 
facilitate business, he may be bound by its rules although not fully 
informed concerning them (Springs v. James, 187 App. Div. 110; afi’d., 
202 N. Y. 603). 


®Thomson v. Thomson, 315 Iil. 521 (at pp. 528-531), 146 N. HE. 451, 
7 Ford v. Snook, 205 App. Div. (N. Y.) 194 (at p. 197); 199 N. Y. S. 680. 
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But there is no direct evidence in this case that the defendant knew 
plaintiffs were members of any particular exchange or that the sale was 
to be made in any particular market. A custom or usage to be available 
against a party must be so notorious as to affect him with knowledge of 
it and raise the presumption that he dealt with reference to it; or he 
must be shown to have actual knowledge. The fact that a person is 
engaged in trading through brokers is not sufficient of itself to affect him 
with knowledge of a peculiar custom (Blake v. Stump, 73 Md. 160). 
Where a principal does not know of a rule or custom of an exchange or 
that the broker is a member of any exchange, he is not bound by a rule 
or custom that the broker invokes for his protection when he has departed 
from express instructions given. . . . Customs and usages which vary or 
contradict the contract entered into, or change the legal relations of the 
parties, or which are contrary to law, are of no effect and will not be 
allowed to control the broker’s express instructions. . . . Therefore, 
unless the defendant had actual knowledge of the custom or the knowl- 
edge that may be implied from information that his agent would trade 
in a certain market where he would be bound by its rules, defendant 
was not bound by a custom which works a substantial and material 
change in his rights. (Irwin v. Williar, 110 U. S. 499.) 


We are now in a position to consider the question men- 
tioned at the conclusion of the last chapter—whether a cus- 
tomer is bound by the method of clearance and substitution 
employed by the clearing house. The question is “not 
whether, in a given case, without the assent, express or im- 
plied, of the principal [customer], this change of his rights 
and obligations can be effected (for that proposition is not 
doubtful), but whether the fact of his transacting business 
through a member of the Exchange, without other knowl- 
edge of the custom, makes it part of his contract with the 


broker.” ® The point was not directly involved, and the 


court’s opinion evidently decided in the negative. The case 
of Bibb vs. Allen,® however, previously cited, and others 
appear to overrule this dictum, and the rule may be expressed 
as follows: if the customer has actual knowledge of the rules 
of the exchange or knows that his agent, the broker, can 


®Trwin v. Williar, 110 U. S. 499 (at p. 514). 
°149 U.S. 481, and see also Clews v. Jamieson, 182 U. S. 461. 
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only carry out the order to purchase or sell on an exchange 
where the broker is subject to rules and by-laws, the rules 
and by-laws become a part of the customer’s contract and 
he is bound by them. 

Legality of Dealings Between Member and Customer. 
—This question arises when the customer is attempting to 
evade responsibility for balances due the broker. Some- 
times the customer has contended that his transactions are 
bets, and hence the debt is unenforceable. Contentions have 
been made that exchanges are bucket shops and that the 
transactions are gambling ones. These allegations have been 
readily overcome according to the lines of reasoning followed 
in decisions previously cited.?° 

A slightly different situation is presented when the cus- 
tomer contends that he and the broker both understood that 
the transaction was not intended to bring about any actual 
delivery or receipt of the commodity, but that a settlement 
of differences was to be made, based on market price fluctua- 
tions. A learned writer" has stated this proposition in the 
following terms: 


The party called a broker is in reality much more than that. He 
does not bring his customer in contact with a principal but contracts 
on the Exchange himself as principal. He advances in speculative trans- 
actions ordinarily the greater part of the capital needed to finance them 
on the Exchange. He knows frequently that the customer’s resources are 
insufficient to enable the latter to pay in full either immediately or 
within any probable time in the future the full cost of the stock or 
produce purchased on his account, or to furnish the full amount of 
anything sold “short” for his account. 

The ordinary method of carrying on the business will, therefore, 
involve the making of new transactions on the Exchange of the con- 
verse kind to those first made, and a settlement of differences between 
broker and customer. No agreement to this effect is ordinarily made and 
none is needed, for the Exchanges being in constant operation, the cus- 
tomer always has it in his power to order the settlement of his account 


1 Springs v. James, 187 App. Div. (N. Y.) 110, aff’d 202 N. Y. 603. 
4 Williston on Sales. 
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by new transactions on the Exchange, and if the customer’s margin 
becomes insufficient, the broker similarly has power to close the account 
by making the necessary transaction on the Exchange, and applying 
whatever credit or securities of the customer he may have towards the 
balance. This being the ordinary situation, two questions arise: 

(1) May the contract between broker and customer be invalid, 
though the contracts or sales entered into in the Exchange for the cus- 
tomer’s account are valid? 

(2) Assuming that the first question is answered in the affirmative, 
is the contract between broker and customer invalid under such circum- 
stances as are stated above? 


Turning now to the decisions of the courts, we find it 
stated that “a man may lawfully sell goods or stocks for 
future delivery, even though he has none in his possession, 
if he really intends and agrees to deliver them at the ap- 
pointed time. Such a transaction constitutes a legal con- 
tract which is enforceable.” 

The intent to deliver or to receive delivery is thus vital in 
determining whether or not the transaction is legal. The 
by-laws of commodity exchanges do not leave this question 
open to argument or dispute. The exchange contract pro- 
vides for delivery or acceptance of delivery and neither 
broker nor customer has any choice in the matter. It is as 
certain as anything can be that a party who buys or sells 
a future contract and does not offset it by a contra trans- 
action will receive the commodity or be called upon to de- 
liver. Nor is the matter left here. The confirmation slips 
and notices in use by brokers usually give notice that all or- 
ders are received and executed in contemplation of actual 
delivery and that the customer so understands and agrees. 
The customer who assails the validity of a transaction faces 
this burden of proof: “It must be shown by him who attacks 
it that it was not intended to deliver the article sold. . . . In 
order to invalidate a contract as a wagering one, both parties 
must intend that instead of the delivery of the article there 

® Weld v. Postal Tel. & Cable Co., 199 N. Y. 88, 92 N. E. 415. 
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shall be a mere payment of the difference between the con- 
tract and the market price . . . the burden of proving that 
it is invalid, as being a mere cover for the settlement of ‘dif- 
ferences’ rests with the party making the assertion.” ¥ 

It makes no difference whether or not the broker expects 
that a transaction will be offset because “the mere fact that 
the client had bought with the expectation in case the mar- 
ket were favorable, of reselling before the time of delivery 
should arrive, and that the broker knew this, would not 
render the transaction illegal. The law does not prohibit a 
man from entering into a contract for the purchase of prop- 
erty to be delivered to him in the future or from ordering 
an agent to enter into such a contract, even though he may 
expect under certain contingencies, to sell his rights before 
maturity and to take his profit or suffer his loss. Such a 
transaction is a legitimate business speculation.” * 

The same rules apply as to the legality or illegality of 
“short” sales, “hedging,” and margin transactions. None 
of these transactions are illegal if at least one of the parties 
intends that a bona fide contract of purchase or sale is to 
be executed on the exchange, and clearly the broker at least — 
always intends to make and does make such a contract on 
the floor of the exchange. Under the rules he cannot do 
otherwise. 

Broker and Customer.—One more phase of the relation- 
ship between customer and broker remains for consideration. 
This is the reciprocal rights and duties of the parties in 
margin transactions. The subject is broad and questions 
have been extensively litigated. It cannot be covered com- 
pletely in a book of this type. Some of the leading princi- 
ples, however, may be given. 


#8 Clews v. Jamieson, 182 U.S. 461 (at p. 489). 
44 Nash-Wright Co. v. Wright, 156 Ill. App. 248 (at p. 252) and see Cleage 
vy. Laidley, 149 Fed. 346. 
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The rights and duties as between broker and customer are 
summarized in the leading case of Markham vs. Jaudon.”” 
Although the case involved a transaction on the Stock Ex- 
change, the principles laid down by the court apply in large 
measure to commodity exchanges as well. Paraphrasing the 
language of the court, it appears that the broker undertakes 
to do the following acts when he accepts an order to buy 
or sell on margin: 

(1) At once to enter into ae contract on the exchange 
for the sale or purchase of the commodity according to 
instructions from the customer. 

(2) To carry the contract for the benefit of the customer 
so long as the margin is kept good, or until notice is given 
by either party that the transaction is to be closed out. 

(3) To advance all money required beyond the margin 
furnished by the customer. 

(4) To deliver such contract to the customer when re- 
quired by him, upon receipt of the advances and commis- 
sions accruing to the broker. 

On the other side of the contract with the broker, the 
customer undertakes: 

(1) To pay the margin required. 

(2) To keep good such margin according to the fluctu- 
ations of the market. 

(3) To take the contract executed on the exchange when- 
ever required by the broker, and to pay the difference be- 
tween the percentage advanced by him and the amount 
paid therefor by the broker. The customer is always bound, — 
of course, to pay the commissions. 

The requirement that the broker must carry the transac- 
tion so long as the margin is kept good or until notice of 
closing the transaction has been given has been the subject 
of litigation. When price movements are violent and rapid, 

* 41 N. Y. 235; and see Richardson v. Shaw, 209 U. S. 365. 
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changes may imperil margins within a comparatively short 
time. The broker could protect himself from loss if he had 
unlimited discretion as to closing out accounts, but he may 
not do this at his pleasure. He has first a duty of demand- 
ing from his customer additional margin; and not until the 
customer has failed or refused 1* to put up the margin re- 
quired may the broker proceed to close the account. 

This is the general rule, but like most rules, it is subject 
to exception. If broker and customer have agreed to dis- 
pense with notice, then none need be given. “The general 
rule . . . is subject to such other or different agreement re- 
lating thereto as may be made by them. They may agree 
upon a prescribed notice or dispense with any notice relating 
thereto. Such agreement may be express, or it may be found 
in the surrounding circumstances as in the course of dealing 
of the parties.” 7 

This is clear as to express agreements. It leaves unan- 
swered, however, the effect of notice obtained from state- 
ments or confirmation slips stating that the broker reserves 
the right to close transactions without notice when margins 
are exhausted. 

The mere notice, however, is not conclusive of an agree- 
ment. The customer may have had no knowledge of the 
notice until after the execution of his order. If this is so, 
the notice would obviously not bind the customer, for no 
party can be bound by a condition which the other seeks 
to impose after the contract is made. It might appear that 
where such notices are in use, all contracts after the first 
one would be subject to the implied agreement indicated 
by the notice. But the mere continuous receipt of such no- 
tices is not conclusive. “The statements with the printed 
notices thereon, received by the plaintiff after each purchase 


18 Thompson v. Bailey, 220 N. Y. 471. 
17 Smith v. Craig, 211 N. Y. 456 (at p. 461). 
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and sale, did not conclusively establish a contract between 
the plaintiff and defendants in their marginal dealings in 
cotton, but they were evidence to be considered in connection 
with the testimony of the plaintiff—the history of the trans- 
action between the parties before the summer vacation—and 
the facts connected with the particular transactions out of 
which the plaintiff’s alleged cause of action arose, for the 
purpose of determining the intention of the parties in con- 
nection with such marginal dealings.” *% 

Whether or not the right to close out the transaction with- 
out notice to the customer is a part of the contract between 
customer and broker is a question of fact in every case. 
“That depends upon the intention of the parties which must 
be gathered from all the circumstances.” 7° 

In the absence of any such agreement, the broker is re- 
quired to give notice and to give the customer a reasonable 
time in which to furnish additional margin.*° 

The question of what time is reasonable depends upon 
circumstances of each particular case. Thus, according to 
the location of the parties, an hour, a day, and a week have 
been held reasonable time; and the condition of the margin 
account, the state of the market, etc., have also influenced 
decisions on this point. 

It is quite clearly established that upon the broker rests 
the burden of proof that he made every effort to give notice 
of a margin call to the customer. He should inquire at the 
home or the office of the customer for an up-to-the-minute 
address of the customer if the customer does not respond 
to request-for-margin notices sent in the ordinary way. If, 
however, the broker has made every reasonable effort to 
communicate the demand for additional margin without re- 


18 Smith v. Craig, swpra. 
*” Thompson v. Bailey, supra. 
* Markham v. Jaudon, 41 N. Y. 235. 
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sult, or if after notice has actually been received by the cus- 
tomer, he defaults, the broker may then close out the 
transaction.”? 

If the broker has lawfully closed out the transaction, he is 
entitled to sue the customer for damages for losses sustained. 
On the other hand, if he wrongfully closes out the transac- 
tion, he is liable to the customer. In the latter case the 
measure of damages is, besides the price realized on the sale, 
: the difference between that price and the highest market 
price in excess thereof within such reasonable time after 
notice of closing out has been given to the customer as would 
have enabled him to replace the contract lost to him. Rea- 
sonable time in which to replace the contract is such time 
as will give the customer opportunity to consult counsel, to 
employ other brokers, to watch the market for the purpose 
of determining at what price the replacing transaction is to 
be made and to raise the money with which to finance it.” 


71 See above case for authorities. 
Minor v. Beveridge, 141 N. Y. 399; Content v. Banner, 184 N. Y. 121. 
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APPENDIX 


B 


MINIMUM COMMISSION CHARGES TO NONMEMBERS* 
ROUND TURN (PURCHASE, SALE OR PURCHASE AND SALE) 


Price Do- For- 

Commodity Exchange range _mestic eign F loor brokerage** 
Cocoa N. Y. Cocoa Ex- Under 10¢ $25 $30 Under 10¢-$1.50 
change 10-14 .99¢ 30 35 102156 | sie 

15¢ up 40 45 Over 15¢ -$2.00 

Coffee N. Y. Coffee & Sugar Under 10¢ 25 30 Under 10¢-$1.50 
Exchange 10-19 .99¢ 30 35 10-19.99¢-$1.75 

20¢ and up 40 45 20¢ &over—-$2.00 

Cotton New York Cotton Under 25.01¢ 25 30. Under 25¢-$1.25 


Exchange 
five cents 


thereof over 25¢ 


Cottonseed N. Y. Produce Ex- 
Oil change 
Rubber Rubber Exchange of 
N. Y. 
Silk National Raw Silk Under $6 
Exchange $6-$7 
Over $7 
Sugar N. Y. Coffee & Sugar Under 4¢ 
Exchange 4— 9.99¢ 
10-12.99 
13-17.99 
18¢ up 
Tin National Metal Ex- Under 50¢ 
change 50-60¢ 
Over 60¢ 


Wheat, Corn Chicago Board of 
Trade 


$5 additionalforeach 35 


and 25¢ addition- 


or part 40 al for each 5¢ or 
45 part thereof over 
25¢ 

25 25 $2.00 

15 20 $1.00 
25 30 Under $5-$1.25 
30 35 $5 to $6 -$1.50 
36 41 $6 to$7 -$1.75 
Over $7 $2.00 
25 30 Under 4¢ $1.50 
30. 35 4-9°99¢ 1.75 
35 40 10-12.99¢ 1.85 
40 45 18-17.99¢ 2.00 
50 55 18¢up 2.50 
$25 $27 Under 50¢-$1.50 
$30 32 50-60¢ -$1.75 
$36 38 Over 60¢ -$2.00 


12.50 18.75 $0.75 


* Commissions paid by domestic members, one-half of above rates. For 
foreign members, the domestic member rate plus the differential between 
the domestic and foreign rates above stated (except cottonseed oil, on 


which member rate is $15 round turn. 
** Absorbed in the commission charge. 
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limitation of court’s inquiry, 249 
Remedies (of by-laws), must be exhausted, 247 
Writ of mandamus to recover privileges, 250 
Arbitration Committee, 27-28 
Attachment and execution, 257-58 
defined; legal discussion; seat passes to receiver 
Bankruptcy of a member, 252-57 
rights of trustee; seat’s title to trustee 
Business Conduct Committee, 30-31 
By-laws and rules, legality of, 238-41 
not to contravene general law; not contrary to public policy; be clear and 
definite; procedure prescribed for, must be followed 
Calls, 39-40 
Clearing house of information, 148 
Closing of, 68 
Commissions, 42-43 
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Commodity Exchanges—(Continued) 
Committee on Commissions, 32-33 
Committee on Information and Statistics, 33-34 
Committees, 27-35 
Commodities made liquid by, 214-15 
Commodity must not be perishable, 200 
Contract slips, 44-45 
Contract with telephone company for control of quotations held legal, 264-65 
Contract with telephone company, form of, 162-64 
Control its quotations, 260-67 
Control over membership, 230 
Corporate powers of, 230 
Court’s view of, 230-32 
Object and practice in harmony with the spirit of general law, 232-33 
Current prices of contracts for futures delivery, 149 
Disciplinary proceedings, 246-47 
provided in by-laws 
employment of legal counsel forbidden—is valid, 247 
Discipline, 29 
Discounting of the future, 149-50 
Dissolution of, 230-32 
by act of members; by act of law 
Distinguished from corporation and voluntary association, 228 
Divisions of world market, 218 
Do steady prices, 222 
weight of evidence in favor of 
Dues of, 26 
Economic functions of, 209-26 
insurance; financing; price registration; informative; regulatory 
Effected by free silver agitation, 183 
Evils of, regulation for correction of, 190-01 
Exercise complete control of price quotation by law, 161-62 
Expedite marketing, 216-17 
Facilitate operation of distribution, 210 
Facilities for hedging purchases and sales, 213 
Facilities of, 35 
Facilities of, mean protection against risks, 212-13 
Floor Committee, 32 
Functions of, 183 
Futures contracts on, 2 
Gain information, 149 
Government and operation of, 22-45 
Government of, 26-27 
Grading and Warehousing Committee, 34 
Growth of, with growth of transportation, 209 
Hours of trading, 37-38 
Instrumentality for fair prices, 151 
Insurance against risk of price fluctuation, 210 
Law of, 227-67 
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Commodity Exchanges—(Continued) 
Legal nature of the organization of, 227-29 
Legislation to abolish, 190-01 
“Level” prices between different markets, 50 
Machinery of, not per se, factor in elevating or depressing prices, 183 
Make commodity mobile, 210 
Market place, central, 82 
Members on the floor of, 44 
Membership, 25 
requirements of, 25 
Mobility, element of, 214-15 
Nature of a membership, 250-52 
legal discussion of 
Newspaper reports of price changes in, 164 
Objects of, 25 
Organization of, 23-24 
Place of, in distribution, 210-12 
Price quotations, 38-39 
Prices on reflect best opinions, 210 
Profits, not the aim of, 228 
Promote uniformity in trade, 225-26 
Public informed of commodities, 149 
Quotation committee, 32 
Record of prices published, 149 
Reduces profit margins in distribution, 215-16 
Regulate speculation, 224—25 
Regulating rates at which the year’s crop is consumed, 150 
Regulations furthering the purposes of, — valid, unless against public in- 
terest, 236 
Regulations of, best within the trade, 193 
Regulators of consumption, 226 
price is primary factor 
Reporting trades on, 36 
Reports of, published daily, 161 
Restraint of trade—Held not to be in, 233 
U.S. v. N. Y. Coffee and Sugar Exchange, 263 U. S. 611 
Moore, etc. v. N. Y. Cotton Exchange, 270 U. S. 593 
Rules of, declared valid, 235 
Seats on, 26 
Secretary of, 27 
Serve producers, merchants and manufacturers, 149 
Source of trade information, 124 
gather news from all parts of the world; statistics published daily; sum- 
marized in monthly and yearly reports 
Standard contract, 38 
Standards of grading and inspection, promote uniformity, 210 
Statistical information, 38 
Steadying prices, 150 
Stocks not issued by, 229 
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Commodity Exchanges—(Continued) 
Sued and be sued, 230 
Supervisory Committee, 31-32 
Supply and demand must be large, 198 
Supply and demand must be uncertain, 199-200 
Supply movements and withdrawal of commodity, 149 
Supply public data, 149 
Suspension and expulsion of members, 30, 244-46 
Taxation, 258-60 
seat is taxable 
Telephone booths, 36 
Trade practices, improvements in, by, 225-26 
Trading months, 39 
Trading rings, 35-36 
Trading rules, 40-42 
Transactions on, are not illegal, 264 
Transfer, Pledge and Assignment, 258 
as security for a debt; assignee’s position similar to trustee in bankruptcy 
Value to manufacturers, 220 
World market formed by, 218-19 
World-wide Information, 149 
commodity production; crop percentage to export points; supplies afloat; 
on way to primary markets; exports; total visible supply; arrivals in 
primary markets; demand or “‘takings’’; certificated supplies in licensed 
warehouses 
Commodity markets, see: Market, commodity 
Commodity may be transferred by delivery of document of title, 168 
Commodity must be susceptible of grading, 197 
Commodity must not be perishable, 200 
Commodity Price 
Hedging limits uncertainty of, 97 
Commodity rendered liquid, 168, 214-15 
liquidity, definition of, 168 
Commodity’s title pass by standard contract, 168 
Consumption, regulation of, 166-67 
By Exchange, 226 
Contract, basis 
Commodity exchange contract is, 9 
Definition of, 9 
Reasons for, 9-11 
Contracts, Futures 
Are binding contracts, enforceable at law, 268 
Buyer or seller of, is part of the marketing machinery, 125 
Characteristics, 9 
Closed by offset or delivery, 92 
Current prices of, provided by commodity exchange, 149 
Defined, 5-8 
Delivery months for, 19-20 
Employed to hedge purchase or sale, 89-90 
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Contracts, Futures—(Continued) 
Exporters and dealers protected by purchase of, 112 
Guard against price hazard, 83 
In conjunction with warehouse receipt and grade certificate make physical 
commodity liquid, 168 
Limit of number in any one month, 70 
Millers protect commitment by purchase of, 112 
On the exchanges, 18 
National Metal Exchange; New Orleans Cotton Exchange; N. Y. Cocoa 
Exchange; N. Y. Coffee and Sugar Exchange; N. Y. Cotton Exchange; 
N. Y. Produce Exchange; Raw Silk Exchange; Rubber Exchange 
Origin, 3-4 
Prices of, basis for prices from consumers, 151 
Prices of, basis of price to producers, 151 
Prices of, serve manufacturers and merchants, 151 
Regulation of the evils of, 190-91 
Selling of, in cotton trade, as a hedge, 115 
Spread over consecutive months as hedges, 94 
Standard for classification of grades, 170-71 
Table of limits, 70 
Use of for hedging, 83, 86 
Use of, as a medium of short selling, 139 
Contract Slips, 44-45 
Forms of, 53-54 
Purchases noted on; sales noted on 
Corn 
Contract grades for, 13-14 
Price changes in, 1 
Corner 
Definition of, 146 
Members engineering, amenable to criminal prosecution, 235 
Prevention of, by by-laws, 146 
Corporate powers of commodity exchanges, 230 
Corporation as distinguished from voluntary association, 227 
Cotton 
Price changes in, 1 
Cotton Examiners, Board of 
Appeal from, to Cotton Board of Dept. of Agriculture, 171 
Board of, 171 
Decide on grades, 171 
Report on samples, 171 
Cotton Futures Act, see: U. S. Cotton Futures Act 
Cottonseed oil, Hedging in, 120-21 
Cotton trade 
Classification of grades in, 171-73 
Hedging in, 115-18 
Inspection and grading in, 173 
Standard in, 171-73 
Cox, Alonzo B.: Comments on Value of Warehouse receipts, 179-80 
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Crop Reports, 148-67 
by N. Y. Coffee and Sugar Exchange valuable to dealers, 150 
by N. Y. Cotton Exchange issued daily, 157-59 

Customer and Broker, 273-74, 277-79 
Debts of, to, enforceable, 277 


Dealer, Risks of, 83 
Delivery, 268 
Future, 1 
Rules of, 69 
Delivery at Seller’s Option 
Affected by transfer of warehouse receipt, 20 
Delivery day, 67 
Delivery months, 19-20 
Delivery on Hedges, Practice regarding, 95-96 
Differentials, 16-17 
Changes in, examples of, 104-09 
Definition, 16 
In grain trade, 17 
On the Cotton Exchange, 17 
On the Rubber Exchange, 16 
Prescribed by law, 16 
Price, 96 
Direct Settlements, see: Settlements, Direct 
Disciplinary proceedings, 246-47 
Discipline on Commodity Exchanges, 26 
Discounts on Distant Months, 101-03 
Dissolution of Commodity Exchanges, 230-32 
Distribution 
Place of commodity exchanges in, 210-12 
Profit margin in, reduced, 215-16 
Dues of commodity exchanges, 26 


Elevator receipts, 4 
Elevators, Country, 109 
Elevators, Terminal, 112 
Emery, H. C.: Opinion on Short Selling, 145 
Exchange, Commodity 
Definition of, 23 
Facilities of, 35 
Transactions on, procedure, 72-82 
Exchanges 
See under respective headings, as Rubber Exchange, Commodity Exchange, 
ete. 
Expulsion of members, 30 


Fairs, 22, 46, 209 
Federal Trade Commission Report on Grain Trade 
Grades deliverable, 12-13 
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Federal Trade Commission Report on Grain Trade—(Continued) 
Hedging in relation to spot and future prices, 90 
Note as to hedging by country elevators, 109 

Fees, Clearance, see: Clearance Fees 

Financing function of Commodity Exchanges, 211 

Financing, Hedges as aid in, 97-98 

Flaxseed, price changes in, 1 

Floor Committee, 32 

Free silver agitation as affecting commodity exchanges, 183 

Fund, Guaranty, see: Guaranty Fund 

Fungible goods, see: Goods, fungible 

Future, Discounting of, 149-50 

Future delivery, see: Delivery, Future 

Futures contracts, see: Contracts, Futures 

Futures exchanges, 122 


Gambling 
Difference between, and Speculation, 125 
Speculation and, 124-27 
German Experiment of government Regulation, 185 
Goods, fungible, 196-97 
Government of commodity exchanges, 26-27 
Government Regulation, 181-95 
Reasons for, 181-82 
U.S. Cotton Futures Act, 185, 86-88 
U.S. Grain Futures Act, 185, 88-89 
Grade Certificate 
Aid in rendering commodity liquid, 168 
Certifies quality and weight of cotton, 169 
Grades and Grading 
Advantages of, 169-70 
Basis, 9 
Coal presents difficulty in, 207 
Commercially representative, 10 
Commodity must be susceptible of, 197 
Considerations in establishing, 11-12 
Contract, 11 
Cotton, 5 
Prescribed by statute, 15 
Cotton trade, provided by U. S. Cotton Futures Act, 188 
Deliverable on commodity exchanges, 12-16 
Designated in contract, 9 
Determination of, 10 
Establishment of, 170-71 
Establishment of definite, 168-69 
Establishment of well-defined, benefits producers, distributors and con- 
sumers, 170 
Grain Standards Act provisions for, 173 
Number of, 13 
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Grades and Grading—(Continued) 
Origin, 4 
Passed on by Board of Cotton Examiners, 172 
Purchases may be made by sample, or description through, 170 
Raw silk, of, 174 
Reasons for ‘adoption of system of, 169-70 
Samples, from, 177-78 
by graders licensed by exchange 
objections to 
by committee or member of exchange; 
by staff employed by exchange; 
approved method 
by graders employed under State authority 
Sampling for, 176-77 
Standards of, in cotton trade, 171-73 
Standards of, in grain trade, 173-74 
Tenderable, 11, 95 
number of, established by by-laws, 15 
Grading and Warehousing Committee, 34 
Grain elevators, 4 
Grain Exchanges 
Reports of, best sources for price movements, 154 
Grain Futures Act, see: U. 8. Grain Futures Act 
Grain Standards Act, see: U. S. Grain Standards Act 
Grain trade 
Crop statistics in, 160 
Differentials, 17 
Inspection and grading in, 173-74 
Reasons for spots selling above futures, 111 
Grain Trade, Hedging in, 109-11 
Exporters and dealers employ, 112 
Markets used for, 114 
Millers employ, 112 
Practiced by terminal elevators 
Summary of, 114-15 
Guaranty Fund, 62-63, 64 
Deposited in approved banks, 63 
Forms a substantial reserve, 62 
Formed from contributions of members, 62 
Resource to in case of failed members, 64 
Table of, 63 


Hedge and Hedging, 11-12, 83-99 
Aid in financing, 97-98 
All unhedged stock considered speculation, 97 
Anticipates possibility of squeezes, 95 
Applies only to balances, 92-93 
Banks are protected by, when loans are made, 119 
Basis in, more important than trend of prices, 103 


306 INDEX 


Hedge and Hedging—(Continued) 
Change in basis, effect of, upon, 103-09 
problem of, 104 
Choice of delivery months for, 94 
Classes of, 88-89 
Comments on, by Charles E. Hughes, 97-98 
Cottonseed oil, in, 217 
Credit obtainable on hedged contracts, 97 
Definition of, 86 
Discount on distant months, 101-03 
Reasons for, summary of, 102-03 
Eliminating the risks, 83-85 
Employed in sugar industry, 117-18 
Entails use of futures contracts, 86 
Examples of, in practice, 105-08 
Futures are covered by offsetting futures sale or purchase, 95 
Futures contract is employed to hedge purchase or sale, 89-90 
Holmes, Justice: Comments on, 270 
Increases borrowing capacity, 97 
Interests alert, to make additional profit, 108 
Involves careful selection of market, 93 
Limited in coffee trade, 118 
Limited practice in cottonseed oil industry, 120-21 
Limits risk, 97. 
Manufacturers of rubbers may employ both buying and selling hedge, 118 
Markets, grain, used for, 114 
Object of, 87-88 
Operation of, 86-87 
Permits work upon narrower margin of profit, 97-98 
Placed in active months, 94-95 
Practice regarding delivery on, 95-96 
Practiced by merchants and mills in cotton trade, 115 
Price range, table of, 102 
Producers, by, in limited degree, 113-14 
Producers, by, in concert, 1138-14 
Protection, degree of, 89-90 
Purchases and sales, facilities for, 213 
Purpose to insure profit or commission, 88 
Reduces amount of tied capital, 97 
Required by excess of sales over purchases or vice versa, 93 
Selling futures in the cotton trade for, 115 
Shifting of, 92 
Silk industry, data limited, 119-20 
Speculation provides broad market for, 138-39 
Storts, Wm. A.: Views on, 217-18 
Summary of, 97-98 
Summary in relationship of, to spot and future prices, 90 
Summary of, in grain trade, 114-15 
Transaction of, 86-87 
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Hedge and Hedging—(Continued) 
Transactions, in other commodities, 96-97 
Use of futures contracts for, 83 
Used to insure dealer or manufacturer against loss due to price changes, 88 
Uses of selling hedge, 112-13 

Hedging in the Coffee Trade, 118 

Hedging in the Cotton Trade, 115-18 

Hedging in Cottonseed Oil, 120-21 

Hedging in the Grain Trade, 109-11 
Markets, grain, used for, 114 
Practiced by 50% of country elevators, 109 
Producers, by, in concert, 113-14 
Producers, by, in limited degree, 113-14 
Summary of, 114-15 

Hedging in Practice, 100-21 
Discount on distant months, 101-03 

reasons for, summary of, 102-03 
Price range, table of, 102 
Price relationship between different grades may change, 100-01 

Hedging in the Rubber Trade, 118-19 

Hedging in Silk Industry, 119-20 

Hedging in the Sugar Industry, 117-18 

Huebner, 8. S.: Opinion on Short Selling, 144 

Huebner, Prof. 8. S.: Summary of Exchange’s 
Work as Compiler and Publisher, 149-50 

Hughes, Charles E.: Opinion on Hedging, 97-98 


Information of Commodities, sources of, 154-57 
General outline of, 155-57 
Information and Statistics, Committee on, 33 
Informative function of commodity exchanges, 211-12 
Inspection 
Advantages of, 169-70 
Provided by the U. S. Cotton Futures Act, 188 
Reasons for adoption of a system of, 169-70 
in the cotton trade; in the grain trade, 173-74 
System of, for grading, 68-69 
Inspection bureau of exchange, 34 
Duties of, 34 
Maintained by Cotton Exchange, 171 
Retains one set of samples of cotton, 171 
Samples of grain taken by, 173-74 
Supervised by, 34 
Inspector, Chief 
Assigns sampler and inspector, 171 
Receives order from owner of cotton to sample and weigh, 171 
Insurance, various forms of, 212 
Insurance function of commodity exchanges, 211 
Facilities of, provide a means of protection against risks, 212-13 


308 INDEX 


Interest, Limitation of, 69-70 
Interest of member limited in any one month 
Straddle interest, limited in any one month 
Table of, 70 

Tron, 204 


Legislation, Federal, see: Government Regulation 
Legislation, State, see: Government Regulation 
Letters, market, see: Market Letters 
Liquidity of Commodity, 168 
Liverpool Corn Trade Association, established, 209 
London Metal Exchange, 203 
Losses, by default, Provisions against, 64-65 

Recourse to member’s margin, 64 

Transfer of surplus in deficiency of guaranty fund, 64 


Manipulation 
Definition of, 146 
Distinguished from speculation, 146 
Manufacturers, Risks of, 83 
Margin, 47 
Additional, reasonable time to furnish same, 282 
Broker’s undertaking—transactions on, 280 
Kept good, duties of broker, 280 
Requirements of, 9 
Transactions on, 280-83 
Margin, Original 
Additional requirements and notice of change in, 59 
Called to replace contracts of failed member, 64 
Deposited with clearing house, 57 
Example of a customer’s, 77-78 
Maintained upon straddle position, 59 
Requirements of, 57-60 
Margins, Variation, 60-61 
Example of call for, 79 
Meet variations in the market, 60 
Market, Broad 
Definition of, 138-39 
Essential for use of hedge, 138-39 
Speculators provide, 1388-39 
Volume of speculation contributes to, 1388-39 
Market Letters 
Issued by dealers and commission houses, 164 
Market Place, Central, 82 
Market Price Statistics, see: Statistics, Market Price 
Market, Selection of, 93-94 
For hedging in the grain trade, 114 
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Markets 
Accessibility of, 183 
American, 156 
Cash, 1, 23 
Commodity, 1 
Expedited by commodity exchanges, 216-17 
Futures, 1, 23, 123 
Provide daily record of prices, 221-22 
Japanese, 156 
World, formed by commodity exchanges, 218-19 
Markets, Prices between 
Speculation contributes to level, 137 
Member and Customer 
Broker must give notice, 282 
Broker’s duties summarized, 280 
Customer cannot deny responsibility for balances, 277-79 
Customer’s duties summarized, 280 
Dealings between, 276-79 
Margin transactions, 280-83 
Members of Commodity Exchanges 
Admission of, 243-44 
Appeal to the courts, rights of, 247-50 
limitation of court’s inquiry, 249 
must exhaust all remedies provided by by-laws, 247 
writ of mandamus to recover privileges, 250 
Attachment and execution, 257-58 
Bankruptcy of, 252-57 
Contract of, 241-43 
found in the by-laws of 
may be attacked if rights infringed 
validity of, may be tested if against public policy 
Contribute to operating expenses, through annual dues, 228 
Control of, 230 
Death of, 229 
Disciplinary proceedings, 246-47 
employment of legal counsel forbidden, 247 
Engineering a “corner” amenable to criminal prosecution, 235 
Expulsion of, 30 
Nature of membership, 250-52 
Legal discussion of 
Non-members have no right to assail by-laws, 242 
Owned by Americans, 25 
Owned by members residing in foreign countries, 25 
Position same as stockholders of corporations, 226 
Relationship of, and customers, 273-74 
Requirements of, 25 ~ 
Summary of Law affecting, 260 
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Members of Commodity Exchanges—(Continued) 
Suspension and expulsion, 244-46 
conditions leading to, 246 
right of notice and defense, 247 
Taxation of seats, 258-60 
Transfer, Pledge and Assignment of seats, 258 
Members on the Floor, 44 
Members, Failed, 64 
Membership Corporation Laws, 227 
Metals, The, 203-04 
London Metal Exchange, 203 
National Metal Exchange, 203-04 
Modern Exchanges, 22-23 
Month, Choice of, 94-95 
For delivery, 94 
For placing a hedge, 94 


National Metal Exchange 
Futures contracts on, 18 
National Raw Silk Exchange, Inc. 
Auxiliary tests of, 174-75 
Contract slip, forms of, 538-54 
Contracts, futures on, 18 
Differentials fixed by, 16 
Evidence, rule of, on, 29 
Information desired for organization of, 154-55 
Operation of, 24-25 
Original margin, 57 
Rates of commission, 33 
Recapitulation sheet of, 56 
Squeezes, prevention of, by by-laws of, 146-47 
Suspension or expulsion on, 30 
Tests of grades provided in by-laws of, 175 
Violation of rates of commission, 33 
Visual tests of, 174-75 
New Orleans Cotton Exchange 
Futures contracts on, 18 
New York Cocoa Exchange 
Futures contracts on, 18 
Original margins, 57 
New York Coffee and Sugar Exchange 
Crop movements, published by, 150 
Daily market reports of, 159-60 
Of coftee— 
world’s visible supply; movement of stocks; statistical list of arrivals and 
deliveries in U.S. . 
Of sugar— - ‘ 
day’s trading; details of stock of sugar stored; receipts, exports and new 
and old crop movements; other markets quoted; weather report 


INDEX 311 


New York Coffee and Sugar Exchange—(Continued) 
Futures contracts on, 18 
Original margin, 57 
New York Cotton Exchange 
Daily reports of, 157-59 
Differentials, 17 
Established, 24 
Grades on, 15-16 
Organization of, 5 
Receives government reports, 157-58 
Receives Census Bureau reports, 158 
Trading ring of, 35-36 
New York Produce Exchange 
Contracts, futures on, 18 
Established, 24 
Reasons for adoption of system of inspection and grading, 169-70 
Newspaper reports of price changes, 164 
Non-Member of commodity exchanges, 273 
Customer bound by rules and regulations, 275 
Is not a party to contract, 273 
Notice, Transferable, see: Transferable Notice 


Oats, basis grades for, 14 
Offset, 57, 65, 92 
Offset and substitution in clearing house, 268 
Is not a conspiracy, 233-34 
Legality of, 269-70 
Offsetting sales and purchases, 47 
in relation to hedging, 95 
Oil, cottonseed, see: Cottonseed oil 
Operation of Clearing House, see: Clearing House, Operation of 
Orders on commodity exchanges 
Based on and subject to rules of—declared valid, 274-75 
Original Margin, see: Margin, Original 


Petroleum, 206-07 
Pledge of seat, 258 
Confers lien against proceeds of sale of seat 
Does not grant right to sell seat 
Of seat as security for debt 
Price Change 
Anticipation of by speculators, 124 
Price, Commodity, see: Commodity Price 
Price Decimals, 18-19 
Minimum fluctuations established by by-laws, 19 
Rubber, 1/10c per pound, 19 
Silk, 1e per pound, 19 
Tin, 1/20c per pound, 19 
Wheat and corn, 1/8¢ per bushel, 19 
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Price Movements, 219 
Discount the future, 22-23 
Price Quotations, 38-39 
Changes of, Newspaper reports of, 164 
Constitute a valuable permanent record, 154 
Continuous, to determine world price alignment, 220 
Cox, Alonzo B.: Comments on, 153 
Importance of, 150-54 
New York Cotton Exchange, 38-39 
Offers and acceptances in fractions or decimals of a cent, 38-39 
price offers and acceptances, etc., 38-39 
Record of, on exchanges published daily, 161 
Weld, Prof. L. D. H.: Comments on, 153 
Price Range 
At Winnipeg, Table of, 132 
Table of, 102 
Price Registration function of the commodity exchanges, 211 
Price, Settlement, 55, 60, 67 
Price Statistics, see: Statistics, Market Price 
Prices 
and Volume of futures trading, summary of, 130 
Are steadied by commodity exchanges, 222 
Ascertainable trend of, 223 
Commodity exchanges neither elevate nor depress, 183 
Continuous, a factor in fair dealing, 221-22 
Current, knowledge of, 153 
Does speculation steady?, 1384-37 
Fluctuation of, 210 
Influence of the exchanges on, 182-84 
Limiting extent of price fluctuation in a single day, 147 
Need for wide dissemination of, 153 
Record of, by exchanges, 149 
Risk of unfavorable, 209 
Speculation steadies, 124 
View of, determined by individual belief, 182-83 
Prices Leveled between Markets, 219-20 
Prices of Raw Material and Manufactured Goods 
Correlation between, 90 
Prices of Spots and Futures 
Made public, 149 
Normal relationship, 101 
Record of, on exchanges, published, 149 
Summary of relationship, 103 
Provisions, Price changes in, 1 
Publication of Quotations 
Legal problems of, 266-67 
Purchase Slips, forms of, 75 
Puts and calls, prohibited, 190 
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Quotations 
Are property, 261, 65-66 
“Bid and asked,” 32 
Commodity price, 2 
Exchange’s control of, 260-67 
Aid in eliminating bucket-shops, 261 
Not in restraint of competition, 266 
Not in violation of anti-trust laws, 266 
Legal discussion—where does control end? 266-67 
High, low and closing, 150-51 
Importance of price, 150-54 
Legally under control of exchanges, 161-62 
Newspaper reports of, 164 
Price, 38-39 
Offers and price quotations, 38-39 
Publication of, definition of, 267 
Restriction of, upheld by law, 262 


Raw Silk, Certification of, 
Provided by by-laws National Raw Silk Exchange, 174-75 
Recapitulation sheet of clearing house, 56 
Receipt, elevator, see: Elevator receipt 
Receipt, warehouse, see: Warehouse receipt 
Regulation, Government, see: Government Regulation 
Regulatory Acts, Recent 
U.S. Cotton Futures Act, 185, 186-88 
U.S. Grain Futures Act, 185, 188-89 
Regulatory function of commodity exchanges, 212 
Regulatory Proposals, 190 
Reports and Statistics, Importance of, 
Prof. S. S. Huebner’s Opinion of exchanges, 149-50 
Reports of crops, see: Crop Reports 
Ring settlements, see: Settlements, Ring 
Risks, Basis, 90 
Risks, Elimination of, 85-86 
Risks in Prices 
Assumed by speculators, 137-38 
Taken by speculators, 124 
Risks of modern industrial society, 212-14 
Royal Grain Inquiry Commission, Report of, 193-95 
Conclusicns as to speculation 
Investigation of complaints against Winnipeg Grain Exchange 
Rubber Exchange of New York, Inc. 
Futures contracts on, 18 
Original margin, 57 
Rubber, Price changes in, 1 
Rubber Trade, Hedging in, 118-19 


Sale, “Short,” see: “Short” sale 
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Sale slips, forms of, 75 
Sales 
Cash (or spots), 7 
Confirmation of, Slip for, 76 
Futures, 7 
to “arrive,” 3, 7, 
Sampling 
Actual process of, 176-77 
by representative of buyer and seller, 176 
Objections to, 176-77 
by employees of licensed warehouses, 176 
objections to, 176-77 : 
by licensed inspectors of government or exchange, 176 
objections to, 177 
by staff of exchange, 176-77 
advantages of, 177 
Used for grading, 176-77 
in cotton trades , 
in grain trades 
in rubber trades 
in sugar and coffee trades 
Seats (commodity exchanges), 26 
Definition of, 26 
Secretary of commodity exchange, 27 
Duties of, 27 
Selling, Short, 139-45 
Attacked for artificially depressing prices, 141 
Based on a true contract, 140-44 
Capper, Sen.: Views on, 141 
Emery, H. C.: Opinion on, 145 
Every short seller is a potential buyer, 142 
Example of the world wheat crop of 1928, 142-43 
Florida boom in relation to, 14445 
Huebner, S. 8.: Judgment on, 144 
Mechanism and use of, 139-40 
Use of futures contracts as a medium for, 140 
Set-off has the effect of delivery, 270 
Settlements, Direct, 46-47 
Offsetting sales and purchases 
Settlements, Ring, 46, 48 
Central association for, 50 
Clearing association, substitute for, 51 
Example of, 49 
“Short” sales, 73 
Short Selling, see: Selling, short 
Silk Exchange, see: National Raw Silk Exchange 
Silk Industry, Hedges in, 119-20 
Silk, Price changes in, 1 
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Silk Trade 
Auxiliary tests in, 174-75 
Provisions of tests, by National Raw Silk Exchange, 175 
Standards in, 174-75 
Visual tests in, 174-75 
Speculation, 122-47 
and Gambling, 124-27 
differences between 
distinction in intent and purpose 
Attacks on, 123-24 
commodity prices low, by producers 
commodity prices high, by consumers 
Buyer or seller of commodity is part of marketing machinery, 125 
Conclusions of the Royal Inquiry Commission as to, 194-95 
Contributes by volume to broad market, 137-38 
Defense of, 124 
Definition, 146 
Distinction from hedging, 122 
Ts localized, 224-25 
Levels prices between markets, 137 
Lower prices due to?, 127 
impertect understanding of réle, 122 
Part played by in futures market, 122 
Proper terminology of, 122 
Reasons for, in commodity exchanges, 122 
Regulated by commodity exchanges, 224-25 
True function of futures exchanges, 122 
Unhedged stock considered, 97 
Validity of attacks and defenses on, 122 
Volume of, is usually greatest in times of higher prices, 131 
Conclusion: is not a material factor in lifting or depressing price levels, 134 
Law of supply and demand, 131 
Speculation Levels Prices between markets, 137 
Is an important contributory influence 
Speculation Lowers Prices, 127-37 
Comparison of average spot prices of middling cotton on the cotton ex- 
change, 129 
Comparison shown in: Report of the Commissioner of Corporations on 
Cotton Exchanges, 128-31 
Imperfect understanding of réle of, 127 
Phases of contention that, 127-31 
Prices should be lowest when speculation ‘is rampant ‘contention examined, 
127-37 


Speculation Steadies Prices?, 134-37 re q : 
Comparison of fluctuations of prices, commodities subject and not subject to 


futures trading established, 135-36 
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Speculation Steadies Prices?—(Continued) 
Comparison of price fluctuations in a commodity before and after futures 
tradings established, 185 
conclusions 
Speculation, Regulation of, 146-47 
Elimination of bucket-shops 
Exchanges’ by-laws to prevent occurrences of corners and squeezes 
Limiting extent of price fluctuation in a single day 
National Raw Silk Exchange’s by-laws for 
Speculator’s assumption of risk, 137-38 
Hedger depends upon speculator 
Most important service of speculator 
Speculators 
Acquire commercial rights and duties, 125-26 
Assume risks, 128 
Assumption of risks, 137-38 
Floor, 44, 122 
High prices and speculative activity, 131 
Speculators Provide a Broad Market, 138-39 
By volume of speculation 
Essential for use of hedge 
Spot Prices, 89-90 
Comparison of average, in grain trade, 129 
Selling above futures in grain trade, reasons for, 111 
Squeezes 
Avoided by shifting hedges, 104 
Definition of, 146 
Example of rule to prevent National Raw Silk Exchange, 146-47 
Manipulation resulting in, 146 
Relation to hedging, 95 
Standard Contracts, 38 
Statistical Information, 38 
Sources of, 33 
Storts, Wm. A.: Views on Hedging, 217-18 
Straddle position, 59-60 
Definition of 
Sugar, price changes in, 1 . 
Sugar Industry, Hedging in, 117-18 
Employed by larger users of sugar 
Employed by producers 
Supervisory Committee, 31 
Duties of 
Investigate cause of failure of member 
Supply and Demand must be large, 197-98 
To enable futures exchanges to function, 198 
Supply and Demand must be uncertain, 199-200 
Supply must flow naturally to market, 198-99 
Hedger depends upon, 138 
Presence of, imperative to making 4 broad market, 138, 39 
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Surplus 
Clearance fees towards a, 63 
Stands as a financial guaranty, 64 
Provision against loss of guaranty fund, 64 
Suspension and Expulsion of Members, 244-46 
Conditions leading to, 246 
Rights of notice and defense, 247 
Suspension from Membership, 30 
Switching, 79 


Taxation of Exchange seat, 258-60 
Seat is ‘taxable 
Taxing statutes hold seats to be property or chose in action 
Telegraph Company 
Commodity exchange’s contract with, not a monopoly, 235, 264-65 
Contract of commodity exchanges with, form of, 162-63 
Control of, exercised by commodity exchange, 162 
Quotations through; declared not publication, 162 
Telephone booths, 36 
Tests, Silk, 174-75 
Auxiliary, 174-75 
Visual, 174-75 
Ticker Service, 150 
Price quotations by, 161 
Tin, price changes in, 1 
Trade 
Uniformity promoted by commodity exchanges, 225-26 
Trade, Clearing of, 77 
Trading, Futures 
Beneficial to the industry, 204-07 
wool; petroleum; jute; burlap; tobacco; hides and skins; sisal and hemp; 
potatoes; onions; apples; possibly coal 
Commodities adaptable for, 200-01 
Commodities not adaptable for, 201-02 
In petroleum, market problem difficult for, 207 
In wool, estopped by. difficulty of grading, 205 
Legality of, 264 
Units for, must be homogeneous, 196-97 
Trading, Hours of, 37-38 
Correspond to banking hours 
Reasons for limitation of 
Trading Months, 39 
Trading ring, 35-36 
Description of, 35-36 
Trading Rules, 40-42 
Trading Unit, 17-18 
Determination of, 17-18 
Trades, Reporting of, 36 
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Trades, Speculative, 122 
Distinguished from hedging 
Transactions, Protective, 80-82 ; 
merchant accepts offer; sells a futures contract; performed by broker on 
the exchange floor; arrival of shipment; grade tenderable, transfer- 
able notice issued; the passing of the transferable notice; accepted by 
broker acting for a purchaser; delivery day noted; adjustment of 
margins by both sides; payment made and delivery documents pass, 
contract is closed 
Transactions, Speculative 
Course of, 72-76 F 
order for sale of contract; broker receives order; bidding made in the ring; 
offer made; the sale made; records thereof; form of slips used; speculator 
notified of sale made; speculator under contract to make future de- 
livery; sale confirmed; clearing the trade; providing the original mar- 
gin; the clearing house substituted for both parties; margin with 
broker, commission charged; variation margin called for; switching; 
trade closed 
Transactions in other commodities 
Hedging by, 96-97 
Transactions on the Exchange, 72-82 
Carried by broker, 280-81 
margin kept good; notice of closing 
Cash and futures compared, 105-08 
Closed, intent of parties clearly evident, 282 
Lawfully closed, broker may sue for damages, 283 
Legality depends upon 
intent to deliver, 278 
intent to receive, 278 
Legality of, 264 
Margin, rights and duties of broker and customer, 280-83 
Transfer of Seat, 244, 258 
Transferable Notice Price, 67 
Transferable Notices, 7 
Forms of, 66-67 
Last day for, 39 
Must be issued before last notice day of month, 69 
Penalty for failure to issue, 69 


Unit of Trading, see: Trading Unit 
United States Cotton Futures Act, 15, 186-88 
Compels use of commercial differences, 186 
Cotton delivery limitation, 83-84 
Differentials provided for, 16 
“Fixed differences” on by N. Y. Cotton Exchange, 186 
declared to be arbitrary 
Imposes federal regulations upon trading in cotton futures, 186 
Issuance of class certificates, 171 
Method of determining differences, 176 
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United States Cotton Futures Act—(Continued) 
Provides for standards in the cotton trade, 171 
Provides for use of standards established by the Dept. of Agriculture, 188 
Provides system of grading and inspection, 188 
System of sampling, weighing and grading, 171 
United States Grain Futures Act, 188-89 
Purposes of, 188-89 
to obtain information relative to trading in futures 
prevent dissemination of false reports 
prevent misuse of facilities 
contract markets made open 
limitation of centres for grain futures 
Trading in grain futures limited to contract markets located at important 
grain terminals, 188 


Variation Margin, see: Margin, Variation 


Warehouse receipts, 9, 20-21 
Accompanied by certificates, 21 
Capable of transfer, 21 
Commodities in storage, 21 
Evidence of seiler’s title, 20 
Transfer of, passes title, 20 
Warehouses, Official, 21 
Approved and licensed by the Exchange, 21 
Warehousing, 179-80 
Services in the cotton trade 
Weight 
Of cotton varies after one month, 171 
Western Union Telegraph Company 
Contract limiting distribution of exchange quotations declared legal, 264-65 
Commodity exchanges not engaged in interstate commerce 
Does not come within reach of Anti-Trust Act 
Wheat 
Basis grade for, 13 
Price of futures, 148 
Winnipeg Grain Exchange 
Basis grades on, 15 
Complaints against, 194 
Wool, 205-06 
Admirably adapted to futures trading, 206 
Futures trading is limited by difficulty of grading, 205 


Binds 1 


an 
is 


i eta 


‘td ae 


MILLS COLLEGE LIBRARY 


‘BOOK ON THE LAST DATE 
ey ig STAMPED BE ELOW. 


Books not rettirned¥on time arejeubject ia fine | 
of 10c per volume per day. 


mae 


@gc 0.5 oe 


PF 


WILLS COLLEGE LIBRARY 


BNF Commodity exchanges, 
332.6 B141c Baer, Julius Bernard 


3 3086 00070 6440 


90293 


Bl41eé 


